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H.R.  4503,  THE  DERIVATIVES  SAFETY  AND 
SOUNDNESS  SUPERVISION  ACT  OF  1994 


THURSDAY,  JUNE  23,  1994 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2128, 
Raybum  House  Office  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Neal,  LaFalce, 
Kennedy,  Orton,  Klein,  Barrett,  Furse,  Wynn,  Watt,  Dooley,  Leach, 
McCollum,  Roukema,  Bereuter,  Baker,  Knollenberg,  Lazio,  Grams, 
and  Huffington. 

The  Chairman.  The  committee  will  please  come  to  order. 

The  committee  meets  today  technically  on  H.R.  4503,  the  biparti- 
san derivatives  proposed  legislation  known  as  the  Derivative  Safety 
and  Soundness  Supervision  Act  of  1994.  I  am  convinced  more  than 
ever  that  the  committee  should  continue  to  press  forward  on  this 
topic  and  in  fact  act  this  session  on  this  legislation,  despite  the  ob- 
jection of  the  chief  regulators,  Alan  Greenspan,  and  some  others. 

The  banking  industry  and  the  bank  regulatory  agencies  maintain 
that  legislation  to  control  derivatives  so-called  activity  is  not  need- 
ed. But  this  has  always  been  the  story  through  the  32V2  years  that 
I  have  been  a  member  of  this  committee.  And  it  is  the  same  song 
reflected  in  the  industry  choruses,  and  then,  of  course,  we  look  at 
the  record.  These  are  the  same  voices  and  the  same  regulators, 
with  the  exception  of  some  that  have  gone  out,  like  the  Home  Loan 
Bank  Board,  that  have  brought  us  similarly  hyped  endeavors  be- 
ginning with  the  so-called  loans  to  lesser  developed  countries,  high- 
ly leveraged  transactions,  massive  real  estate  loans,  resulting  in 
the  loss  of  hundreds  of  billions  of  dollars  in  soured  loans. 

Now,  I  don't  care  if  an  institution  wants  to  go  into  any  kind  of 
business,  as  long  as  it  isn't  done  with  the  taxpayers'  money,  and 
this  is  what  we  are  about.  We  are  referring  and  targeting  the  in- 
sured depository  institutions  of  this  country. 

Now,  over  on  the  other  committee,  having  jurisdiction  on  the  se- 
curities activity,  we  have  had  our  counterparts  also  express  some 
concern  and  interest,  and  we  are  very  active  in  that  regard  in  their 
area.  Now,  the  serious  mistakes  in  judgments  that  jeopardized  the 
financial  health  of  the  banking  industry  and  its  insurance  fund, 
and  in  the  case  of  the  Savings  &  Loans,  that  fund  and  the  con- 
sequent loss  of  hundreds  of  billions  of  dollars  are  still  being  doled 
out  by  the  taxpayer. 

(1) 


As  chairman,  I  am  committed  to  taking  the  necessary  steps  to 
ensure  that  the  same  debacle  does  not  occur  with  respect  to  this 
activity  that  is  the  subject  matter,  I  think  we  have  a  responsibiHty 
that  is  inescapable.  As  policymakers,  we  should  listen  to  what  the 
industry  and  the  regulators  have  to  say,  but  history  teaches  us  we 
cannot  afford  to  blindly  follow  their  advice  or  words. 

Up  to  now,  I  think  the  regulators  are  to  be  commended  for  the 
strides  they  have  taken  in  addressing  the  risks  posed  by  some  of 
these  activities  known  as  derivatives.  But,  certainlv,  more  needs  to 
be  done,  and  particularly  from  the  bank  credit  or  ninding  side.  Big 
banks  are  still  placing  billions  of  taxpayers'  bank  deposits  at  risk 
by  speculating  with  derivatives. 

In  addition,  as  an  indicator  of  how  pervasive  speculation  has  be- 
come in  the  world  financial  system,  I  want  to  point  out  that  an  offi- 
cial of  the  Bank  of  England  recently  disclosed  that  some  20  central 
banks  are  using  derivatives  to  engage  in  speculation  related  to 
their  gold  holdings.  I  am  trying  to  find  out  where  our  so-called 
ceiitral  bank  is  on  that.  But  up  to  now  we  have  got  more  informa- 
tion from  the  Bank  of  England  officials  than  we  have  locally. 

I  am  absolutely  opposed  to  the  bank's  using  deposit  insurance  to 
support  massive  speculation,  and  I  am  also  opposed  to  central 
banks  using  derivatives  to  speculate  in  gold  or  any  other  market. 
We  must  seek  to  curb  speculation,  and  I  am  concerned  that  the 
bEink's  regulators,  in  particular  the  Chairman  of  the  Federal  Re- 
serve Board,  have  not  taken  adequate  steps  to  curb  speculation. 

It  is  the  responsibility  of  the  Congress — and  I  want  my  col- 
leagues to  know  that  when  the  time  for  accountability  comes,  and 
it  inevitably  does,  it  is  the  Congress  that  the  people  think  has  the 
power  or  the  responsibility  to  address  these  problems.  And  the  very 
people  causing  this  will  blame  the  Congress,  as  some  already  are. 
In  the  meanwhile,  you  have  articles  in  the  industry  publications, 
agitating  about  how  Congress  might  in  its  ignorance  hurt  this 
great  industry  known  as  derivative  trading. 

The  bill  we  have  before  us  is  an  attempt  to  meet  this  responsibil- 
ity. First  quarter  derivative  losses  by  the  big  banks,  the  money 
market  funds,  and  the  more  or  less  derivatives-related  losses  in- 
curred by  such  firms  as  Proctor  and  Gamble  and  others  indicates 
that  we  have  a  problem. 

For  example,  it  is  not  only  here,  it  is  worldwide,  and  I  wanted 
to  remind  my  colleagues  that  Chairman  Greenspan  was  the  same 
man  that  came  before  the  Congress  less  than  2  years — in  fact,  less 
than  IV2  years,  before  the  whole  Savings  &  Loans  thing  collapsed, 
and  told  us  that  Keating  and  Lincoln  S&L  specifically  was  the 
greatest  ongoing  venture  ever,  and  also  added  his  encomiums  and 
approbation  to  16  or  17  other  S&Ls,  all  of  whom  went  under  in  less 
than  2  years. 

This  is  the  same  man  that  now  is  telling  us,  you  shouldn't  do 
anything.  However,  I  think  we  ought  to  realize,  and  I  am  going  to 
put  this  in  the  record,  and  that  is  what  Mr.  Greenspan  has  already 
told  the  Congress  with  respect  to  this.  It  was  lost  sight  of,  it  wasn  t 
recorded,  but  it  is  a  matter  of  record. 

On  May  25,  in  testimony  before  the  Subcommittee  on  Tele- 
communications and  Finance  of  the  Committee  on  Energy  and 
Commerce,  while  denying  the  duty  of  the  Congress  to  regulate  de- 


rivatives,  he  arrogantly  called  for  a  bank  bailout.  And  I  am  going 
to  quote  the  language. 

My  colleagues,  I  invite  you  to  study  that  statement  before  that 
subcommittee  as  well  as  the  one  the  following  day  before  the  Sen- 
ate Banking  Committee.  And  I  am  quoting.  'Regulators  are  going 
to  have  to  judge  the  magnitude  of  the  market  losses  that  bank  cap- 
ital should  be  expected  to  absorb.  In  making  this  adjustment,  regu- 
lators must  recognize  that  there  is  some  highly  unlikelv  events,  say 
those  attend  only  once  in  a  half  a  century  that  may  call  for  govern- 
ment action  to  backstop,  backstop  bank  capital  so  as  to  avoid  sys- 
temic problems." 

Well,  we  have  systemic  problems  already.  And  if  we  want  to  dig 
our  head  in  the  sand,  that  is  fine.  But  I  don't  think  that  I  choose 
to  do  so. 

The  plain  fact,  and  I  think  the  Comptroller  in  his  testimony 
brings  out  some  definitions,  that  the  derivatives  are  actually  the 
main  line  of  so-called  derivative  activity  and  the  equivalent  of  side 
bets  on  things  ranging  from  stock  market  trends,  interest  rates, 
currency  values,  to  the  price  of  natural  gas.  A  jargon  of  its  own  has 
developed,  as  it  always  has;  the  gambling  enterprises  we  know 
have  long  developed  their  own  lingua  franca,  but  now  the  country 
has  been  in  a  gambling  largess.  Let's  gamble  in  order  to  solve  our 
problems  for  funding  education  and  everything  else. 

So  you  have  such  things  as  options,  swaps,  caps,  collars,  floors, 
and  even  swap  options,  which  is  a  hybrid,  and  captions,  floor  board 
rate  agreements,  futures,  straddles,  strangles,  butterflies,  and 
spreads.  That  is  gamblers  language,  not  banking. 

The  very  famous  columnist  for  Barrons  says  derivatives  are  in- 
struments of  the  Devil.  And  even  he  doesn  t  always  understand 
them.  Michael  Rammage  in  Canada  left  Wood  Gundies,  Inc.,  which 
is  a  brokerage  arm  or  agency  for  the  Canadian  Imperial  Bank  of 
Commerce,  and  he  left  because  of  huge  losses  of  millions,  and  that 
was  on  interest  rate  derivative  gambling  and  caps  and  floors  and 
swaps  that  the  Canadian  dollar  book,  they  call  it  over  there. 

In  Chile,  a  32-year-old  whiz  kid,  the  equivalent  of  some  of  us  we 
read  about  in  the  press,  finally  ended  up  being  indicted  and  con- 
victed. He  was  in  charge  of  the  derivatives  and  disappeared,  leav- 
ing losses  for  his  employer,  the  nationally  owned  mining  trust, 
amounting  to  five-tenths  of  1  percent  of  the  Gross  National  Product 
of  Chile. 

Today's  papers  report  the  shakeout  at  Kidder  Peabody  Group, 
Inc.,  a  GE  subsidiary,  after  SEC  investigation  of  the  degree  of  su- 
pervision exercised  by  Kidder  Peabody  and  group,  second  agent  in 
charge,  Edward  Sarullo. 

This  was  the  same  management,  however,  that  was  the  target  of 
a  lawsuit  from  Texas  on  the  part  of  the  Commerce  Savings  Associa- 
tion in  which  they  allege  that  in  1987,  Kidder,  as  broker,  sold  secu- 
rities to  them  that  it  had  at  $28.3  million  and  had  bought  that 
same  day  for  $22  million,  a  profit  of  29  percent.  The  SEC  says  that 
anything  over  10  percent  is  considered  fraudulent. 

When  the  Commerce  people  complained,  they  were  told  quote,  "If 
we  make  a  profit  of  $6.3  million  in  one  day  at  your  expense,  that 
is  too  damn  bad,"  end  of  quote.  So  it  is  something  that  we  have  a 


clear,  preempted  obligation  to  confront  and  act  on  it,  not  just  talk 
about  it. 

Ultimately,  the  people  think  and  expect  us  to  have  the  respon- 
sibility to  impose  stability.  If  the  Treasury  won't  do  it,  if  the  Fed- 
eral Reserve  won't  do  it,  the  Congress  must.  And  it  used  to  be  that 
that  was  not  any  kind  of  a  surprising  statement,  when  you  had 
Congresses  that  were  very  responsive  to  the  people,  and  not  cap- 
tives of  the  special  interests.  But  today,  that  sounds  like  a  horribly 
radical  statement.  But  I  for  one — and  that  means  regardless  of 
what  is  said  or  isn't — will  insist  that  we  act  before  this  session  is 
over  on  this  legislation,  and  not  too  much  in  the  distant  future. 

So  with  that,  I  recognize  Mr.  Leach. 

[The  prepared  statement  of  Chairman  Gonzalez  can  be  found  in 
the  appendix.] 

Mr.  Leach.  I  thank  the  distinguished  chairman. 

I  would  like  to  commend  you  particularly  for  holding  this  hearing 
today  and  would  recognize  the  notable  panel  of  witnesses  who  have 
each  contributed  in  their  own  way  to  the  discussion  of  the  subject. 
First  of  all,  of  course,  our  distinguished  colleague.  Senator  Dorgan, 
who  introduced  the  first  piece  of  legislation  on  derivatives  in  the 
Senate. 

I  also  look  forward  to  the  testimony  of  Chairman  Bowsher.  The 
GAO's  report  on  financial  derivatives  released  in  mid-May  was  the 
result  of  an  exhaustive  and  detailed  research  effort  aimed  at  evalu- 
ating the  financial  derivatives  market,  and  represents  a  critical 
step  in  providing  well-needed,  adequate  oversight  of  the  financial 
markets. 

The  principal  findings  of  the  GAO's  report  are  consistent  with 
the  report  the  minority  of  the  Banking  Committee  issued  last  fall 
and  the  legislation  the  minority  introduced  on  the  subject  this  past 
January.  Such  findings  include:  One,  that  derivatives  risk  manage- 
ment requires  public  as  well  as  corporate  oversight;  two,  that  regu- 
latory gaps  heighten  systemic  risk;  three,  that  accounting  prin- 
ciples for  derivatives  have  not  kept  pace  with  business  practices 
and;  four,  that  the  protection  of  internationally  linked  financial 
systems  reauires  coordinated  international  efforts.  The  report  also 
highlights  tnat  current  capital  standards  are  inadequate  for  finan- 
cial institutions  that  engage  in  derivatives  activities. 

Of  particular  import  is  the  GAO  conclusion  that  the  development 
of  consistent  cross-industry  standards  requires  that  the  currently 
unregulated  OTC  derivatives  activities  of  securities  firms  and  in- 
surance company  affiliates  should  be  placed  under  the  purview  of 
one  or  more  existing  Federal  financial  regulators.  Such  a  provision 
was  included  in  the  minority's  original  legislation,  but  due  to  juris- 
dictional concerns  is  not  currently  included  in  the  bill  recently  in- 
troduced by  Chairman  Gonzalez  and  myself. 

As  the  S&L  debacle  evidenced,  money  has  a  tendency  to  flow  dis- 
proportionately to  institutions  with  the  lowest  standards.  Corporate 
entities  not  required  to  meet  commonsense  standards  that  others 
might  be  required  to  meet  have  competitive  advantages  and  pose 
a  particular  hazard  to  the  proper  and  efficient  functioning  of  the 
markets. 

Much  importance  has  been  placed  on  the  recent  FASB  exposure 
draft  on  derivatives  disclosure,  and  certain  provisions  included  in 


the  bill  introduced  by  Chairman  Gonzalez  and  me  directly  parallel 
a  number  of  these  FASB  proposals.  Enhanced  disclosure  of  deriva- 
tives activities  is  a  very  important  and  effective  step  toward  mar- 
ket transparency,  and  advances  a  general  awareness  of  derivatives 
holdings  by  those  parties  affected  by  them. 

Of  particular  note  in  the  FASB  statement  is  that  derivative  in- 
struments held  for  trading  would  be  distinguished  in  disclosure 
from  those  held  for  other  purposes,  such  as  hedging.  The  line  be- 
tween le^timate  hedging  and  other  activities  such  as  speculation 
is  becommg  increasingly  difficult  to  sort  out,  and  disclosures  to- 
ward this  end  would  be  extremely  helpful.  Parts  of  the  derivatives 
game  are  played  in  such  a  way  that  there  can  be  losers  as  well  as 
winners,  and  if  there  is  a  traumatic  event,  virtually  all  parties  can 
become  entwined  in  a  lose-lose  rather  than  a  win-win  scenario. 

Finally,  the  opinions  of  the  other  panelists  are  highly  regarded. 
I  am  particularly  taken  by  the  observation  of  Mr.  Rotberg  and  that 
observation  being  that  the  only  perfect  hedge  is  in  a  Japanese 
garden. 

In  addition  to  discussing  the  derivatives  proposals  of  the  wit- 
nesses before  us  today,  we  are  also  here  to  discuss  H.R.  4503.  H.R. 
4503  represents  a  joint  effort  between  the  majority  and  the  minor- 
ity to  establish  clear  lines  of  supervisory  accountability  for  feder- 
ally insured  financial  institutions  and  is  an  important  step  in  pre- 
venting what  could  be  significant  disruption  of  the  financial  world 
system. 

Since  the  introduction  of  the  minority's  Derivatives  bill  in  Janu- 
ary, H.R.  3748,  numerous  press  accounts  have  reported  over  16 
separate  events  where  U.S.  companies  have  suffered  significant 
losses  related  to  derivatives.  In  fact,  just  since  the  introduction  of 
H.R.  4503  on  May  25,  substantial  losses  have  been  reported  at  mu- 
tual funds  and  other  money  market  funds;  namely,  the  Piper 
Jaffray  Mutual  Fund,  PaineWebber  Bond  Mutual  Fund,  Zweig 
Cash  Fund,  and  CS  First  Bond  Institutional  Money  Market  Fund. 

Such  losses  have  heightened  the  awareness  of  derivatives  risk, 
and  more  particularly,  suitability  risk  in  both  the  regulatory  com- 
munity and  the  industry  itself.  It  is  our  responsibility  in  Congress 
to  fully  examine  such  issues  and,  where  appropriate,  act  in  a  pru- 
dent way.  H.R.  4503  is  designed  to  be  of  a  framework  nature,  posit- 
ing standard  setting  within  relevant  professional  bodies  such  as  the 
Federal  Reserve  Board,  rather  than  Congress.  The  regulators  who 
have  testified  before  this  committee  have  not  trivialized  the  deriva- 
tives issue,  and  even  speculator  George  Soros  expressed  concerns 
to  this  committee  about  the  proliferation  of  derivatives  and  noted 
that  under  certain  circumstances,  such  instruments  may  pose  a 
threat  to  the  markets  and  the  banking  system. 

In  addition  to  our  legislation,  however,  it  is  important  that  other 
relevant  committees  address  the  regulatory  gaps  outlined  in  the 
GAO  Report  and  elsewhere  in  order  to  ensure  a  level  playing  field. 
Given  again  that  one  of  the  lessons  of  the  S&L  debacle  is  that 
money  flows  to  the  least  regulated,  it  is  crucial  that  cross-industry 
and  cross-border  standards  be  established. 

Derivatives  are  important  new  additions  to  the  financial  land- 
scape, and  it  is  key  that  the  market  be  allowed  to  flower.  It  is  also 
clear  that  the  garden  should  not  be  despoiled.  In  this  context,  Mr. 


Chairman,  I  am  hopeful  that  we  all,  and  by  "all"  I  mean  the  indus- 
try. Congress,  and  regulators,  can  continue  to  work  together  in  this 
important  issue,  and  I  look  forward  to  today's  testimony. 

Thank  you. 

The  Chairman.  Thank  you  very  much. 

I  neglected  to  say  and  the  record  should  show  that  Mr.  Leach  is 
the  author  of  a  bill  that  he  introduced  early  and  then  we  joined  to- 
gether in  this  H.R.  4503. 

Mr.  Neal. 

Mr.  Neal.  I  just  wanted  to  welcome  our  distinguished  colleague, 
Mr.  Dorgan,  and  I  look  forward  to  his  testimony. 

Thank  you. 

The  Chairman.  Unless  a  member  feels  obligated  to,  I  am  going 
to  ask  unanimous  consent  that  each  member  have  the  privilege  of 
presenting  for  the  record  introductory  remarks. 

Mr.  Baker.  Mr.  Chairman,  I  don't  want  to  disrupt  your  effort  to 
move  us  along,  but  I  would  feel  compelled  to  msike  just  a  couple 
of  comments  if  it  would  not  be  inappropriate. 

The  Chairman.  No,  sir.  You  are  recognized. 

Mr.  Baker.  In  light  of  the  comments  by  you,  Mr.  Chairman,  and 
Mr.  Leach  as  well,  with  regard  to  the  entire  subject  matter,  first 
let  me  say  I  commend  both  of  vou  and  the  Senator  for  bringing  this 
debate  to  public  light.  But  perhaps  I  share  a  slightly  different  view 
of  the  risk  potential  in  the  market  at  the  moment. 

I  would  like  to  make  three  quick  and  very  simple  points,  I  hope. 
One  is  between  regulated  financial  institutions  who  engage  in  risk- 
hedging  activities,  whether  it  is  called  a  derivative  or  not,  that  is 
good  for  the  marketplace.  And  I  think  we  should  be  very  careful 
as  a  Congress  who  has  legendary  skills  in  operating  banks,  before 
we  begin  to  intervene  in  the  actions  of  a  private  market  which  is 
very  sophisticated  and  much  more  capable  of  judging  risk  and  as- 
sessing interparty  swaps  than  a  regulatory  requirement  of  this 
Congress. 

Second,  as  between  two  private  corporations  who  may  engage  in 
some  interest  rate  or  other  type  of  derivative  transaction,  so  far  as 
I  know  this  Congress  has  not  yet  told  corporate  America  as  to 
where  or  how  you  can  invest  your  own  private  capital  in  a  business 
transaction.  And  should  you  make  a  profit,  we  are  happy  for  you, 
but  if  you  make  a  loss,  that  is  your  problem. 

If  there  is  a  potential  risk  at  all  that  would  warrant  our  inter- 
vention, in  my  view  it  would  be  as  between  a  regulated  financial 
institution  engaging  as  an  end  user  with  a  private  corporation  per- 
haps in  an  international  setting  where  the  analysis  of  the  risk  as- 
sumed could  not  be  properly  evaluated  bv  the  under  party  who  may 
be  the  source  of  repayment  for  the  end  user  in  the  international 
marketplace. 

However,  given  the  fact  that  the  concern  is  that  a  taxpayer  liabil- 
ity may  arise  if  an  end  user  is  unable  to  meet  his  principal  finan- 
cial obligation,  which  puts  the  financial  institution  in  distress,  the 
question  becomes,  is  an  8  percent  reserve  amount,  as  now  required 
by  law  against  the  derivatives  instrument,  sufficient  to  offset  the 
known  historical  loss  ratios  in  international  swaps.  The  8  percent 
reserve  standard  is  the  highest  of  any  standard  for  any  risk-taking 
that  an  institution  may  be  engaging  in. 


In  my  view,  it  would  be  unwise  for  us  to  step  further  into  a  regu- 
latory arena  without  having  the  regulators  who  are  responsible  to 
this  Congress  and  this  administration  tell  us  from  their  own  obser- 
vations that  such  higher  risk  reserves  are  necessary. 

I  respect  the  Senator's  effort  here  this  morning  in  coming  before 
this  committee  and  explaining  his  reasons  for  proposing  such  legis- 
lation. But  I  would  point  out  that  the  goal  of  the  legislation  would, 
in  effect,  be  to  take  banks  out  of  being  a  swap  dealer,  but  allow 
them  to  be  an  end  user.  And  dealing  in  derivatives  is  much  less 
of  a  risk,  much  like  the  insurance  salesman,  than  it  is  in  being  the 
insurance  company. 

And  so  if  we  really  want  to  preserve  a  bank's  ability  to  regulate 
risk  in  a  commonsense  fashion,  we  should  not  rave  at  them  for  en- 
gaging in  dealing  and  perhaps  should  only  limit  the  end  use  of  the 
product  where  warranted,  based  on  regulatory  oversight  over  an 
historical  period  of  time. 

So,  Mr.  Chairman,  although  I  appreciate  the  opportunity  for  the 
hearing,  I  would  urge  caution  by  this  Congress  in  moving  rapidly 
in  a  very  difficult  subject  matter. 

The  Chairman.  I  would  urge  the  gentleman  to  read  the  bill. 

Mr.  Lazio.  Mr.  Chairman,  may  I  just  make  one  brief  comment 
also. 

The  Chairman.  The  gentleman  is  recognized  for  2  minutes. 

Mr.  Lazio.  I  just  want  to  echo  some  of  the  things  that  my  good 
friend  from  Louisiana  just  said  and  also  commend  the  chairman 
and  Mr.  Leach  for  bringing  this  hearing  forward.  I  am  hopeful  that 
we  will  have  other  hearings  as  well  that  would  echo  perhaps  some 
different  perspectives  on  the  issue  of  derivatives. 

There  has  been  substantial  publicity  involved  in  this  issue  and 
in  some  of  our  weekly  magazines.  I  think  some  of  the  reporting  has 
been  particularly  irresponsible  and  inflammatory  and  hysterical, 
including  some  of  the  comments  about  the  risk,  the  systemic  risks, 
and  the  sense  of  notional  value  being  at  risk,  when  in  fact  I  think 
any  person  that  has  any  elementary  understanding  of  derivatives 
understands  that  notional  value  is  not  at  risk,  that  these  are  for 
the  most  part,  and  a  GAO  study,  I  think,  corroborates  this,  that 
the  brokers  that  are  primarily  involved  in  America  in  derivatives 
are  fairly  concentrated,  they  are  well-capitalized,  well-respected, 
well-managed  institutions;  they  are  not  about  to  begin  to  trade  on 
a  parallel  with  Lincoln  Savings. 

I  also  want  to  comment  that  derivatives,  when  properly  used, 
and  that  is  what  this  is  about,  are  risk  mitigators.  In  fact,  if  we 
had  these  instruments  back  in  perhaps  the  late  1970's  and  early 
1980's,  and  if  the  savings  and  loans  made  use  of  them,  that  we 
would  certainly  have  had  probably  less  taxpayer  exposure  and  cer- 
tainly less  business  failures  than  we  had  in  the  end. 

So  derivatives  have  a  very  positive  function  in  our  economy,  Mr. 
Chairman,  and  I  hope  we  will  keep  that  in  mind  as  we  have  this 
hearing. 

The  Chairman.  Thank  you. 

Senator,  thank  you  very  much  for  your  patience,  and  thank  you 
for  taking  the  time  to  be  here  and  submitting  your  testimony.  We 
deeply  appreciate  it. 
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CONGRESS  FROM  THE  STATE  OF  NORTH  DAKOTA 

Senator  Dorgan.  Mr.  Chairman,  thank  you  for  allowing  me  to 
testify.  I  will  be  mercifully  brief,  and  I  appreciate  the  comments  of 
the  chairman  and  others  on  the  committee. 

I  don't  come  here  as  an  expert  in  banking  affairs  or  an  expert 
on  the  subject  of  derivatives.  I  am  interested  in  the  area  and  have 
been  involved  in  a  number  of  issues,  but  I  don't  claim  to  be  an  ex- 
pert, nor  do  I  expect,  would  anybody  on  this  panel  claim  to  know 
everything  that  is  going  on  in  the  derivatives  market.  This  is  an 
extraordinarily  complicated  area  and  one  that  we  should  be  con- 
cerned about,  Dut  one  in  which  we  should  act  thoughtfully. 

I  was  listening  to  some  of  the  comments  and  it  reminded  me  of 
the  period  of  the  late  1980's  when  I  was  very  concerned  about  what 
I  saw  as  an  outrage  perpetrated  on  the  American  taxpayer  in 
which  we  had  kind  of  a  daisy  chain  going  on.  We  had  folks  who 
were  creating  junk  bond  issues  and  laying  them  off  on  S&Ls.  The 
S&Ls  were  buying  up  junk  bonds,  and  the  effect  was  the  American 
taxpayers  were  underwriting  junk  bonds. 

In  fact,  the  hood  ornament  of  the  shameful  activity  was  that  the 
American  taxpayers  ended  up  owning  nonperforming  junk  bonds  in 
the  Taj  Mahal  Casino.  I  guess  that  probably  says  it  all. 

How  did  that  happen?  Well,  junk  bonds  were  issued  to  build  the 
glitzy  casino,  the  issues  were  purchased  by  a  friend  through  a  deal- 
er who  owned  an  S&L.  The  S&L  went  oelly  up,  and  guess  who 
ended  up  owning  the  S&L's  assets?  The  American  taxpayer.  In  fact, 
the  i^erican  t£ucpayer  became  the  largest  holder  of  junk  bonds  in 
the  world  as  a  result  of  what  went  on  in  the  1980's. 

I  can  recall  hearing  after  hearing,  some  of  which  were  in  the 
Ways  and  Means  Committee  and  many  of  which  were  here,  in 
which  these  questions  were  raised  to  proper  authorities,  Secretary 
of  the  Treasury  and  others  with  regulatory  responsibilities.  They 
said,  "What  are  you  talking  about?  We  have  things  in  place  here 
that  are  going  to  respond  to  these,  that  are  going  to  deal  with  these 
issues.  This  concern  is  hysterical." 

Well,  it  turns  out  it  wasn't  very  hysterical.  We  should  have  been 
more  thoughtful;  we  should  have  been  much  more  aggressive,  and 
we  should  nave  been  persuaded  to  act  much  more  quickly. 

I  simply  say  that,  not  because  I  would  suggest  we  shouldn't  have 
below-investment-grade  bonds  in  the  country,  some  of  them  have 
been  very  helpful  and  very  useful.  I  don't  want  S&Ls  to  be  out  buy- 
ing junk  bonds.  They  can  t  now  because  we  changed  the  law.  They 
had  to  divest  the  ones  they  own  and  they  can  no  longer  buy  junk 
bonds.  Why?  Because  we  decided  we  didn  t  want  institutions  whose 
deposits  were  insured  by  the  Federal  Government  to  be  involved  in 
that  kind  of  a  risk,  because  we  had  learned  that  that  risk  is  laid 
off  to  the  American  taxpayers. 

Now,  that  brings  us  to  derivatives.  Derivatives,  as  Mr.  Baker  in- 
dicated correctly,  are  a  normal  part  of  financial  transactions  in  this 
country  and  around  the  world,  and  hedging  is  a  perfectly  legitimate 
and  a  perfectly  understandable  and  acceptable  function  in  banking 
and  in  other  areas.  And  I  am  not  here  today  to  suggest  that  deriva- 
tives are  all  bad  or  that  we  ought  to  do  something  starting  next 
Monday  that  represents  sweeping,  massive  reform  in  response  to 


an  article  in  the  Fortune  magazine  or  in  response  to  some  other 
warning.  I  am  here  to  say,  however,  that  I  think  the  lesson  with 
respect  to  junk  bonds  ought  to  be  a  lesson  we  should  learn  also 
witn  respect  to  derivatives. 

If  we  have  institutions  whose  deposits  are  insured  by  the  Federal 
Government,  who  have  set  up  proprietary  desks  or  desks  for  pro- 
prietary trading  or  trading  in  their  own  accounts  on  derivatives, 
they  are,  in  mv  judgment,  involved  in  a  level  of  unacceptable  risk 
for  whom  the  losses  would  be  covered  ultimately  by  the  American 
taxpayer. 

I  think  the  bill  that  Mr.  Leach  and  Mr.  Gonzalez  have  proposed 
makes  a  lot  of  sense.  It  suggests  that  we  have  greater  scrutiny  by 
regulators,  a  whole  range  of  perfectly  sensible  steps. 

I  would  encourage  you  to  look  at  one  additional  step,  one  that  I 
proposed  over  in  the  Senate.  That  is  to  say  that  just  as  a  matter 
of  course,  we  should  not  allow  institutions  whose  deposits  are  in- 
sured by  the  Federal  Grovernment  to  set  up  proprietary  accounts  to 
trade  in  derivatives  for  their  own  purpose,  because  most  surely  if 
they  exhibit  that  kind  of  risk  and  lose,  then  in  every  transaction 
there  is  a  winner  and  a  loser.  If  they  lose,  the  American  taxpayer 
ends  up  being  the  banker.  And  I  just  think  that  we  should  well 
have  learned  from  that. 

It  is  sort  of  interesting  that  aside  from  the  issue  of  banking,  one 
of  the  fastest  growing  industries  in  America  is  gambling.  All  of  us 
know  that.  It  is  not  just  on  Indian  Reservations,  although  virtually 
all  of  the  reservations  these  days  are  putting  up  casinos  and  dis- 
covering new  ways  to  get  involved.  But  gambling  is  not  limited  to 
tables  covered  with  green  felt. 

Gambling  occurs  in  many  other  ways,  and  I  would  suggest  to  you 
it  occurred  in  a  big  way  with  junk  bonds,  and  it  is  now  occurring 
and  can  occur  in  a  significant  way  in  derivatives.  Nothing  wrong 
with  that  if  someone  in  the  private  sector  wants  to  risk  their 
money,  that  is  their  business.  They  might  win  big,  they  might  lose 
big.  If  they  win  big,  they  keep  the  profits  and  should,  if  they  lose 
big  they  eat  their  losses. 

My  concern  is,  the  disconnection  between  the  needed  perception 
of  safety  and  soundness  of  core  bank  activities  and  the  inherent 
risk  or  the  inherent  gambling  proposition  of  proprietary  trading 
and  derivatives  in  a  bank,  and  I  would  encourage  you  to  look  as 
you  move  forward  with  the  kind  of  legislation  you  are  suggesting 
at  the  basic  core  suggestion  that  we  should  not  have  those  institu- 
tions whose  deposits  are  insured  involved  in  proprietary  trading. 

I  am  not  suggesting  in  my  legislation  and  the  Senate  does  not 
suggest  banks  should  not  be  involved  in  any  derivatives  activities. 
For  hedging  purposes,  they  will  and  should  be  involved  in  deriva- 
tives. I  am  simply  talking  about  proprietary  trading  on  their  own 
account. 

So,  Mr.  Chairman,  that  is  all  I  have  to  contribute.  You  have  a 
disting^shed  panel  of  witnesses  who  I  think  are  going  to  offer 
some  very  interesting  observations,  and  I  expect  this  will  be  a  rath- 
er lengthy  and  aggressive  debate.  And  I  hope  at  the  end  of  this  de- 
bate tne  contribution  this  committee  can  make,  and  I  think  will 
make,  will  lessen  some  of  the  risks  for  the  American  taxpayers. 

Thank  you,  Mr.  Chairman. 
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The  Chairman.  Well,  thank  you,  Senator. 

I  know  that  you  have  your  demands  over  on  the  Senate  side,  so 
I  will  have  some  questions  that  I  will  write  to  you  about  in  connec- 
tion with  the  legislation  that  you  are  proposing  over  on  the  Senate 
side.  And  thank  you  again. 

Your  reference  to  your  interest  and  participation  in  the  1980's 
was  at  a  time  when  you  were  a  Member  of  this  body,  and  in  fact 
you  appeared  before  this  committee  on  the  question  of  junk  bonds. 
And  your  floor  activity  amendment  to  the  bill  that  we  passed  out 
of  the  committee  which  was  adopted  by  the  House  formed  the  key 
for  our  legislation. 

So  I  think  we  recognize  your  sustained  concern  and  interest  in 
these  matters  and  deeply  appreciate  your  support  of  the  proposed 
legislation,  or  at  least  the  thrust  of  the  legislation. 

Senator  Dorgan.  I  should  mention  Mr.  Leach  referred  to  me  as 
Doman,  and  that  was  a  mistake  I  am  sure. 

Mr.  Leach.  It  was. 

Senator  Dorgan.  Capital  operators  do  the  same  thing  and  they 
often  transfer  Bob's  calls  to  me,  and  when  a  recent  constituent 
from  Orange  County  got  me  and  asked  for  my  position  on  several 
issues  she  hung  up  in  disgust  saying  she  would  never  vote  for 
Dorgan  again. 

Mr.  Leach.  If  the  gentleman  would  yield  briefly,  I  apologize,  and 
we  all  wish  we  had  the  other  Member's  gift  at  gab.  But  my  apolo- 
gies. You  are  one  of  the  great  voices  of  the  Midwest,  in  the  United 
States,  and  indeed  in  America. 

The  Chairman.  You  may  take  comfort,  you  don't  look  alike,  but 
both  of  you  are  very  good  looking,  and  photogenic. 

Anyway,  Mr.  Leach,  do  you  have  any  questions? 

Mr.  Leach.  I  have  no  questions,  but  we  are  honored  that  you 
have  come  to  testify  before  us. 

Senator  Dorgan.  Thank  you  very  much. 

The  Chairman.  Mr.  Neal.  No  questions? 

Mr.  Baker. 

Mr.  Kennedy. 

Mr.  Flake. 

Well,  it  looks  like  you  sold  us  over  here.  You  couldn't  do  it  when 
you  were  a  Member  of  the  House. 

Mr.  Lazio.  Mr.  Chairman? 

The  Chairman.  Oh,  I  beg  your  pardon,  Mr.  Lazio. 

Mr.  Lazio.  Thank  you  very  much,  Mr.  Chairman, 

Senator,  good  morning,  I  am  wondering — and  I  appreciate  your 
comments,  and  again,  I  just  want  to  reiterate  how  much  I  appre- 
ciate you  taking  the  time  out  to  come  over  here  before  us.  But 
there  are  some  things  that  I  am — I  don't  want  to  say  I  disagree 
with  you  yet,  but  I  have  some  concern  with. 

It  seems  as  though  you  are  making  parallels  with  the  situation 
of  the  1980's  involving  S&Ls  and  junk  bonds,  and  as  I  recall,  one 
of  the  problems  when  we  mandated  divestiture  of  junk  bonds  from 
the  S&Ls  is  that  it  swamped  the  market  and  further  imperiled  cer- 
tain of  the  S&Ls.  And,  certainly,  since  that  time  we  have  had  bet- 
ter capitalized,  better  regulated  banks.  So  isn't  it  possible  that  you 
are  reacting  to  a  crisis  that  has  already  past? 
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Senator  DORGAN.  I  guess  anything  is  possible.  I  think  the  greater 
possibiHty  is  that  the  Congress  will  not  react  to  a  potential  problem 
until  it  is  too  late  and  the  taxpayer  will  end  up  with  an  enormous 
bath.  And  I  would,  Mr.  Lazio,  say  to  you  that  the  man  you  pre- 
ceded and  I  used  to  have  great  debates  about  this  issue,  he  too  is 
from  New  York  and  had  a  different  view,  even  on  junk  bonds. 

My  own  view  of  the  effect  of  what  we  did  on  junk  bonds  is  dif- 
ferent than  yours,  and  I  think  we  did  what  we  had  to  do  then.  We 
did  it  far  too  late,  and  I  would  hope  that  what  we  do  now  we  think 
through  very  thoroughly  and  then  do  it  in  a  way  that  protects  the 
taxpayer, 

I  would  make  one  other  observation.  The  financial  industry  in 
our  country,  especially  the  large  banks  and  others,  is  a  very  vola- 
tile area.  We  ought  not  decide  to  legislate  just  ad  hominem  because 
somebody  gets  a  notion.  We  need  to  be  very  thoughtful  and  very 
careful.  And  I  think  you  suggest  that,  and  Mr.  Baker  does  and  oth- 
ers. I  fully  agree  with  that. 

But  I  do  think  there  are  times  when  those  who  run  these  institu- 
tions run  way  outside  the  fence,  not  understanding  that  their  core 
bank  activities,  which  are  insured  by  the  Federal  Government, 
really  ought  to  require  them  to  run  in  a  certain  size  pasture,  and 
that  is  what  bothers  me  about  proprietary  trading  in  derivatives. 

Mr.  Lazio.  I  can  understand  your  concern,  and  I  think  some  of 
those,  at  least  in  my  mind,  have  been  addressed  by  some  of  the 
statements  that  have  been  made  by  the  Chairman  of  the  FDIC, 
and  by  Chairman  Greenspan  with  respect  to  the  abilities  of  the 
regulators  to  go  out  and  to  do  the  job  that  we  are  looking  for  them 
to  do  in  terms  of  regulating  some  of  our  financial  institutions. 

I  appreciate  your  concern  about  not  handcuffing  our  financial  in- 
stitutions so  that  they  can  go  out  and  do  what  we  intend  for  them 
to  do,  to  go  out  there  and  make  the  loans.  To  do  that  they  need 
a  certain  degree  of  liquidity,  they  need  to  be  competitive  in  the 
global  market.  We,  certainly,  need  to  keep  that  in  mind,  the  possi- 
bility of  moving  this  entire  industry  offshore  because  what  drives 
derivatives  is  largely  demand. 

Let  me  just  speak  to  you  for  a  moment  about  correlation  risk, 
which  I  think  is  something  that  perhaps  you  have  talked  about  be- 
fore, and  the  complexity  of  the  markets  and  of  the  derivatives  as 
they  have  evolved. 

Is  there  something  inherently  different  in  your  mind  between  a 
derivative  purchased  in  one's  investment  account  and  the  extension 
of  a  loan  to,  say,  a  farmer  for  example,  who  might  have  extensive 
commodity  contracts  to  hedge  against  his  risk?  Isn't  there  an  inher- 
ent exposure  in  both  cases  if  one  doesn't  wisely  make  investments? 

Senator  Dorgan.  Yes,  there  is,  and  in  fact,  when  a  financial  in- 
stitution makes  a  loan,  it  carefully  assesses  the  credit  risk  of  mak- 
ing that  loan.  The  bank  is  in  the  business  of  making  loans.  We 
have  had  the  experience  of  nonbank  banks.  So,  you  know,  and  the 
debate  about  that.  But  banks  ars  fundamentally  in  the  business  of 
making  loans,  and  when  they  make  loans,  they  assess  what  is  the 
inherent  risk  here. 

My  feeling  is  that  if  you  have  a  bank  that  has  set  up  a  desk  for 
trading  on  its  own  account  in  derivatives,  it  produces  a  multiple  of 
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risks — credit,  market,  and  others — far  beyond  that  which  is  in- 
cluded in  traditional  loan-type  activity. 

Let  me  make  one  other  comment  about  the  first  point  you  made. 
Having  watched  now  for  nearly  a  decade  and  a  half  here  in  Wash- 
ington, DC,  I  honestly  think  that  regulators  are  no  match  for  the 
ingenuity  and  the  inventiveness  of  those  in  our  financial  commu- 
nity in  this  country. 

We  always  have  to  be  out  fixing  fences.  It  is  like  running  a 
ranch.  If  you  are  not  out  there  fixing  fences,  get  out  of  there  real 
quick,  because  >ou  are  exposing  taxpayers. 

Mr.  Lazio.  Someone  said  that  about 

Senator  Dorgan.  Yes,  but 

The  Chairman.  The  time  of  the  gentleman  has  expired. 

Senator  Dorgan.  If  I  might  just  continue  the  answer,  the  point 
of  feeling  comfort  because  the  Chairman  of  the  Fed  or  someone  else 
comes  and  says,  don't  worry,  things  are  just  fine.  I  have  heard  all 
that  before  from  the  same  people.  The  fact  is,  they  were  just  flat 
dead  wrong,  and  I  worry  about  people  saying,  be  happy,  don't 
worry,  don't  be  too  concerned,  because  we  have  been  through  that. 

Mr.  Lazio.  Thank  you,  Senator. 

Mr.  Orton.  Mr.  Chairman,  could  I  ask  just  one  very  brief  ques- 
tion, and  recognizing  the  time  constraints  on  my  friend,  the 
Senator. 

The  Chairman.  Yes,  sir. 

Mr.  Orton.  You  can  respond  in  writing  if  you  would  prefer. 

I  think  we  recognize  and  share  the  recognition  of  legitimate  use 
in  some  derivatives  transactions  as  hedging  and  risk  management, 
and  I  share  some  of  your  concerns  about  proprietary  trading.  I 
guess  my  question  is,  how  you  distinguish  between  the  two?  And 
that  is  the  part  I  am  having  difficulty  in  being  able  to  identify,  how 
we  are  going  to  distinguish  within  a  regulatory  framework  when  an 
institution  is  performing  risk  management  and  when  they  are  in- 
volved in  proprietary  trading? 

I  am  leaning  toward  a  great  deal  of  disclosure  as  the  mechanism 
that  we  would  use  in  order  to  ferret  that  out,  but  I  would  be  very 
interested  in  knowing  your  thoughts  on  how  you  are  distinguishing 
between  those  two. 

Senator  Dorgan.  I  am  not  really  able  to  give  you  a  definition. 
I  think  most  institutions  have  their  own  distinction  of  when  they 
are  trading  on  their  own  account  and  when  they  are  not.  I — the 
committee  staff,  working  with  the  regulators,  will  be  able  to  pro- 
vide a  workable  definition  of  that. 

You  all  make  too  much  of  the  time  requirements  of  those  of  us 
in  the  Senate.  Since  we  have  no  rules  over  there,  whoever  started 
talking  earlier  this  morning  is  likely  still  talking.  And  so  I  have 
lots  of  time. 

The  Chairman.  I  appreciate  that. 

Senator  Dorgan.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Bless  the  Senate. 

Does  any  other  member  have  a  question? 

Thank  you.  Senator,  very  much. 

Senator  Dorgan.  Thank  you. 
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The  CHAffiMAN.  The  second  panel  consists,  of  course,  of  our 
Comptroller  General,  Mr.  Charles  A.  Bowsher,  and  with  him  the 
Chief  Accountant,  Donald  H.  Chapin.  And  James  L.  Bothwell,  Di- 
rector of  the  Financial  Institutions  and  Market  Issues  of  the  Gren- 
eral  Government  Division.  Mr.  Michael  A.  Burnett,  the  Assistant 
Director  of  Financial  Institutions  of  Markets  Issues,  General  Gov- 
ernment Division.  And  Ms.  Cecile  O.  Trop,  Assistant  Director  of  Fi- 
nancial Institutions  and  Markets  Issues. 

Thank  you  again.  General,  and  of  course,  we  appreciate  from  the 
very  beginning  your  contribution  to  our  efforts  to  grasp  the  dimen- 
sions of  this  legislative  challenge.  I  wanted  to  thank  you  for  giving 
us  your  statement  in  ample  time  to  have  read  it  and  studied  it.  So 
witnout  any  further  ado,  you  are  recognized. 

STATEMENT  OF  HON.  CHARLES  A.  BOWSHER,  COMPTROLLER 
GENERAL,  GENERAL  ACCOUNTING  OFFICE;  ACCOMPANIED 
BY  LINDA  M.  CALBOM,  SENIOR  ASSISTANT  DIRECTOR,  AC- 
COUNTING INFORMATION  MANAGEMENT  DIVISION;  JAMES 
L.  BOTHWELL,  DIRECTOR,  FINANCIAL  INSTITUTIONS  AND 
MARKETS  ISSUES,  GENERAL  GOVERNMENT  DIVISION;  MI- 
CHAEL A.  BURNETT,  ASSISTANT  DIRECTOR,  FINANCIAL  IN- 
STITUTIONS AND  MARKETS  ISSUES,  GENERAL  GOVERN- 
MENT DIVISION;  AND  CECILE  O.  TROP,  ASSISTANT  DIREC- 
TOR, FINANCIAL  INSTITUTIONS  AND  MARKETS  ISSUES,  GEN- 
ERAL GOVERNMENT  DIVISION 

Mr.  Bowsher.  Thank  you  very  much,  Mr.  Chairman  and  mem- 
bers of  the  committee.  It  is  a  pleasure  for  us  to  be  here  today  to 
try  to  answer  the  questions  that  the  committee  has  on  what  is  a 
fairly  difficult  subject  here,  and  that  is  the  issue  of  financial 
derivatives. 

We  issued  our  report  in  mid-May,  and  I  know  many  of  you  have 
read  it,  so  I  thought  I  would  just  try  to  make  a  brief  summary  here 
of  some  of  the  key  points,  and  then,  of  course,  also  speak  to  the 
bill  that  your  committee  has  proposed,  H.R.  4503. 

First,  let  me  just  say  that  there  has  been  a  large  growth  or 
runup,  you  might  say,  in  the  size  of  the  derivative  markets  in  this 
country  and  in  the  world.  In  our  report  we  reported  that  it  was 
about  $12  trilHon  by  the  end  of  1992. 

As  somebody  over  here  pointed  out,  that  doesn't  mean  that  there 
is  $12  trillion  at  risk,  but  there  are  many  billions  of  dollars  at  risk, 
no  matter  how  you  do  calculate  the  credit  risk  or  the  market  risk, 
and  these  are  very  complex  instruments,  many  of  them,  and  at  the 
same  time  they  do  serve  an  important  purpose.  In  other  words,  it 
allows  the  businesses  and  firms  to  hedge  their  currency  risk  and 
interest  rate  risk  and  other  risk,  and  so  there  is  no  question  that 
they  have  served  a  very  good  purpose  in  many,  many  situations 
and  continue  to  do  so. 

One  thing  we  record  in  our  report  is  that  there  is  a  large  con- 
centration here  among  the  15  major  U.S.  dealers.  We  point  out  at 
the  end  of  1992  the  top  seven  domestic  bank  over-the-counter  de- 
rivatives dealers  accounted  for  more  than  90  percent  of  total  U.S. 
bank  derivatives  activity.  And  that  the  five  top  U.S.  securities 
firms  dealing  in  OTC  derivatives  accounted  for  about  87  percent  of 
the  total  derivatives  activity  for  all  U.S.  securities  firms.  And  that 
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there  were  three  big  insurance  companies  in  a  big  way,  too,  so  it 
is  really  the  7  big  banks,  5  big  security  affiliates,  and  3  big  insur- 
ance companies  that  make  up  the  big  15,  you  might  say. 

A  couple  of  other  interesting  things.  One-fourth  of  this  deriva- 
tives trading  of  these  big  U.S.  dealers  are  with  foreign  dealers.  In 
other  words,  three-fourths  are  within  the  U.S.  borders,  but  one- 
fourth  is  overseas,  of  that  $12  trillion.  And  40  percent  of  the  busi- 
ness basically  is  done  within  the  big  15,  so  that  you  have  a  fairly 
concentrated  set  of  market  participants  here. 

As  everybody  has  been  reading  in  the  newspapers  lately,  there 
has  been  a  substantial  number  of  situations  that  companies  and 
dealers  have  lost  money  here  on  these,  which  I  think  is  a  warning 
that  we  can  have  some  problems  in  this  area. 

Proctor  &  Gamble,  and  I  think  some  other  firms  in  Ohio,  there 
is  an  indication  of  what  some  of  the  problems  are  with  the  end 
users  potential  problems.  We  have  the  big  German  firm  who  lost 
close  to  $2  billion  and  they  had  to  put  together  a  consortium  of 
banks,  I  think  close  to  200  banks,  to  raise  $2  billion.  That  is  far 
more  than  what  we  have,  let's  say,  in  our  Chrysler,  Lockheed,  or 
New  York  City  bailout,  so  it  gives  you  the  magnitude  I  think  of 
what  can  be  lost  here.  And  if  it  was  much  larger  than  that,  I  would 
think  maybe  the  governments  might  have  had  to  come  into  the 
picture. 

The  Kidder  situation  is  one  that  we  are  continuing  to  read  about. 
I  just  don't  know  how  much  trouble  they  are  in  there.  But  they  ob- 
viously have  problems,  and  I  think  as  an  indication  that  they  have 
already  announced  themselves  how  important  controls  are  in  this 
area.  Having  the  right  risk  management  systems,  the  right  controls 
for  your  board  of  directors  and  your  management  is,  I  think,  is  very 
key. 

We  have  the  counterparty  risk.  We  have  a  Swiss  bank  corpora- 
tion here  that  just  recently  announced  that  they  have  lost  $70  mil- 
lion on  a  counterparty  situation  with  another  bank.  That  is  really 
larger  than  any  loss  in  any  single  bank,  we  think  in  the  Hearse 
stock  situation,  which  was  a  fairly  troubling  situation  some  years 
back. 

Also,  I  think  you  have  read  that  some  of  the  hedge  funds,  some 
of  the  mutual  funds,  and  some  of  the  pension  funds  have  had  prob- 
lems. So  I  think  what  we  have  had  here  is  that  there  are  some 
warnings,  that  this  is  an  area  that  has  some  risk  in  it,  and  that 
trying  to  reduce  that  risk  through  proper  oversight,  proper  con- 
trols, proper  government  review  I  think  is  important. 

The  other  thing  too  I  think  some  people  don't  fully  realize  is  that 
you  have  a  situation  of  liquidity  here.  Many  of  these  over-the- 
counter  derivatives  are  worked  out  between  two  firms.  And  then 
the  question  is,  will  there  be  a  market  for  those  instruments  later 
on? 

I  think  in  some  of  the  problems  that  we  have  been  reading  about 
here  recently  is  when  some  of  the  other  markets  move,  it  doesn't 
have  to  be  just  where  the  derivative  is,  it  can  be  in  some  other 
area.  Why,  when  you  go  then  to  try  to  liquidate  some  of  your  port- 
folio, sometimes  it  is  nard  to  find  the  market,  and  that  is  when 
sometimes  they  have  to  liquidate  Treasuries  or  something  else  in 
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the  portfolio,  and  that  does  then  start  to  have  some  domino  effect 
you  might  say. 

One  concern  that  we  have  had  that  we  mentioned  in  our  report, 
it  goes  back  to,  Mr.  Chairman,  as  you  pointed  out,  and  that  is  the 
systemic  thing.  In  other  words,  it  is  the  Federal  money  that  at 
some  point  in  time  can  become  at  risk,  and  it  isn't  that  we  are  wor- 
ried about  or  trying  to  come  up  with  solutions  for  private  sector 
people  making  investments  and  losing  money  themselves  as  long  as 
they  just  lose  or  gain,  why,  that  is  in  the  private  sector.  It  is  a  con- 
cern sometimes  that  it  could  reach  the  insured  deposits  or  the  op- 
portunity that  some  of  the  financial  services  industries  have  now 
to  go  to  the  discount  window  of  the  Fed  and  that.  So  that  is  really 
what  I  think. 

Our  recommendations  really  try  to  get  to  the  problems  that  we 
mentioned.  In  other  words,  we  discussed  for  the  dealers  the  impor- 
tance of  having  a  risk  assessment  system  or  a  risk  management 
system.  Some  have  it  as  a  combined  system;  others  have  it  as  two 
separate  systems,  it  appears  to  us.  But  if  you  are  talking  about  risk 
assessment,  you  are  talking  about  a  system  that  tries  to  sort  out 
just  how  many  risks  there  are  with  these  different  instruments  be- 
fore they  approve  them,  and  then  the  risk  management  systems 
are  more  the  internal  controls  and  the  limits  that  are  put  there  to 
try  to  manage  the  area  after  you  have  gone  into  some  of  these 
transactions. 

One  of  the  big  areas  that  we  stressed  a  good  deal  in  our  report 
is  the  corporate  governance  area,  which  is  very  much  in  the  private 
sector,  and  that  is  it  is  awfully  important  that  the  board  of  direc- 
tors know  what  is  going  on,  that  the  audit  committees  working 
with  their  internal  audit  group,  the  CPA  firms,  any  other  outside 
experts  they  might  bring  in,  is  to  how  well  is  the  risk  management 
system  working. 

And  I  think  as  one  of  the  Congressman  earlier  mentioned  here, 
disclosure  is  awfully  important,  because  I  think  that  it  is  important 
that  the  stockholders,  the  creditors,  the  people  who  are  relying 
upon  these  kind  of  public  companies  know  the  extent  of  their  risk 
if  at  all  possible,  and  what  is  being  done  about  it  as  far  as  having 
proper  controls  and  limits  and  corporate  governance  and  every- 
thing like  that. 

We  also  believe,  of  course,  that  the  government  should  have 
proper  oversight.  This  is  being  done  in  the  banking  area,  because 
the  derivatives  are  within  the  banks.  It  is  being  done  by  the  Fed, 
by  the  OCC,  and  the  regfulators.  But  the  security  affiliates  and  the 
insurance  companies  do  not  have  this  kind  of  oversight  at  this 
point  in  time,  and  we  did  point  out  in  our  report  that  this  is  the 
situation. 

When  we  speak  of  end  users,  we  are  speaking  of  the  corporations 
and  the  other  companies,  but  that  includes  sometimes  mutual 
funds  and  pension  funds  who  are  buying  derivatives  to  hedge  some 
of  their  risks.  Some  are,  obviously,  going  in  on  other  risks.  And 
therefore,  it  is  awfully  important  I  think  that  the  corporate  govern- 
ance again  be  working,  and  that  is  that  the  board  of  directors  un- 
derstand the  risks,  that  controls  the  systems  in  the  risk  manage- 
ment, and  we  think  that  is  an  area  where  the  SEC  should  be  ask- 
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ing  for  some  more  disclosure  so  that  they  can  understand  some  of 
the  risk  that  is  taking  place. 

We  have  also  raised  the  issue,  of  course,  of  the  accountmg  stand- 
ards and  disclosure  there.  I  would  just  like  to  read  a  paragraph  or 
two  from  my  statement.  It  says  here:  "Further  compounding  the 
regulators'  problems  and  contributing  lack  of  knowledge  by  inves- 
tors, creditors  and  other  market  participants  are  the  inadequate 
rules  for  financial  reporting  of  derivatives  activity." 

We  found  that  accounting  standards  for  derivatives,  particularly 
those  used  for  hedging  purposes  by  end  users,  were  incomplete  and 
inconsistent  and  have  not  kept  pace  with  the  business  practices. 
We  also  found  that  additional  disclosures  are  needed  to  provide  a 
clear  distinction  between  dealing,  speculative  and  hedging  activi- 
ties, and  to  quantify  interest  rate  and  other  market  risk. 

Insufficient  accounting  rules  and  disclosure  for  derivatives  in- 
crease the  likelihood  that  financial  reports  will  not  fairly  represent 
the  substance  and  the  risk  of  these  complex  activities.  In  fact, 
much  of  the  activity  really  is  not  reported  on  the  financial  state- 
ments; it  is  really  reported  off  balance  sheet,  sometimes  in  foot- 
notes, and  so  that  is  I  think  something  that  the  accounting  profes- 
sion and  the  FASB  ought  to  be  dealing  with,  and  I  know  they  are 
trying  to  deal  with  that,  as  they  will  explain  later  here  today. 

Let  me  just  say  then  that  in  just  kind  of  a  summary  of  our  report 
there  in  May  is  that  we  believe  that  the  innovation  and  the  creativ- 
ity are  strengths  of  the  U.S.  financial  services  industry  and  that 
these  strengths  should  not  be  eroded  or  forced  outside  the  United 
States  by  excessive  regulation. 

However,  we  also  believe  that  regulatory  gaps  and  weaknesses 
that  presently  exist  must  be  addressed,  especially  considering  the 
rapid  growth  in  the  derivatives  activity.  The  issue  is  one  of  striking 
a  proper  balance  between  one  allowing  the  U.S.  financial  services 
industry  to  grow  and  innovate;  and,  two,  protecting  the  safety  and 
soundness  of  the  Nation's  financial  system.  Achieving  this  balance 
will  require  unprecedented  cooperation  among  United  States  and 
foreign  regulators,  market  participants,  and  members  of  the  ac- 
counting profession. 

And  now  I  would  like  to  just  take  a  few  minutes,  Mr.  Chairman, 
to  comment  on  your  bill  and  the  committee's  bill  here,  H.R.  4503. 
We  think  this  is  a  step  toward  improving  the  regulation  of  certain 
financial  institutions  that  are  dealers  and  end  users  of  derivatives. 
The  committee  should  be  commended  for  addressing  this  difficult 
and  controversial  issue  and  producing  a  constructive  piece  of 
legislation. 

The  bill  would  require  regulators  to  establish  consistent  stand- 
ards for  accounting,  for  disclosure,  capital,  and  examinations,  and 
it  could  result  in  better  call  report  data,  including  information  on 
revenue  gains  and  losses  bv  class  of  product.  It  would  provide  regu- 
lators greater  access  to  information  in  an  emergency,  and  it  would 
encourage  international  cooperation  to  harmonize  derivatives  regu- 
lation. These  provisions  are  consistent  with  the  recommendations 

in  our  report. 

Mr.  Chairman,  there  are  other  issues,  but  I  maybe  better  stop 
there  and  answer  any  questions  that  you  or  any  of  the  other  mem- 
bers might  have. 
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[The  prepared  statement  of  Mr.  Bowsher  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much.  And  thank  you  for  your 
leadership  and  help.  It  has  been  immeasurably  important  in  help- 
ing us  try  to  shape  legislation. 

The  so-called  proprietary  trading  account  assets  at  the  major  de- 
rivative dealing  banks  have  increased  about  500  percent  in  the 
past  several  years.  Bankers  Trust,  for  example,  has  over  50  percent 
of  its  entire  assets  in  its  trading  account.  J.P.  Morgan  has  over  30 
percent.  These  banks  and  the  other  dealer  banks  engage  in  massive 
speculation  for  their  own  accounts,  yet  their  activities  are  backed 
by  Federal  deposit  insurance. 

The  first  question:  Should  the  Congress  require  bank  derivatives' 
activity  to  be  conducted  in  separately  capitalized  subsidiaries  that 
are  not  federally  insured? 

And  a  followup  would  be,  would  it  be  feasible  to  impose  a  trans- 
actions tax  on  excess  speculation? 

And  three,  would  a  transaction  tax  move  business  offshore? 

Mr.  Bowsher.  Well,  on  the  first  question,  it  is  one  of  the  things 
we  recommended  in  our  report  that  needs  to  be  studied  very  care- 
fully, I  think,  and  that  is  whether  the  bank,  the  insured  bank,  you 
might  say,  should  be  doing  this  with  their  proprietary  money  in  ac- 
counts, and  we  don't  have  an  answer  for  you.  I  think  that  the  regu- 
lators have  looked  at  it;  they  were  concerned  that  it  would  move 
some  of  the  capital  out  of  the  banks  if  you  set  it  aside  as  in  a  sepa- 
rate affiliate.  And  that  worried  them. 

I  think  that  is  an  issue,  but  it  does  have  the  advantage,  as  Sen- 
ator Dorgan  pointed  out,  there  in  his  legislation,  that  if  you  did  get 
into  trouble  down  the  road,  why,  what  you  could  do  is  separate  pos- 
sibly the  bank  away  and  not  have  the  trouble  that  you  have  there. 
And  if  you  remember,  Mr.  Chairman,  in  the  Bank  of  New  England 
when  you  had  gained  on  one  that  you  had  a  $30  billion  bank,  but 
you  had  a  $30  billion  off-balance  sheet  and  you  had  to  align  the 
second  part,  which  took  many  weeks  before  you  could  do  that,  and 
was  done  successfully.  But  it  is  a  question  of  whether  it  can  always 
be  done  successfully  and  everything  like  that. 

There  are  a  couple  of  problems,  though,  with  separating  them,  I 
think.  One  of  them  is  I  have  always  wondered  whether  you  truly 
would  have  a  real  wall  between  these  two  entities,  as  we  saw  in 
the  Continental  Bank  sometime  back,  that  that  wall  gets  pulled 
down  pretty  quickly  when  one  of  the  affiliates  gets  into  trouble,  be- 
cause people  do  not  want  to  let  it  go. 

And  so  this  is  an  area  I  think  that  needs  more  study,  and  it  is 
an  important  issue.  We  don't  have  the  answer  for  you  today,  I 
would  say.  But  I  think  it  is  one.  It  has  pros  and  cons  to  it,  you 
might  say. 

On  the  two  tax  questions,  again,  we  have  not  fully  studied  that, 
and  so  I  just  am  hesitant  to  give  you  an  answer  on  those  two  at 
this  time. 

The  Chairman.  Did  we  not  have  a  study  from  GAO  on  similar 
type  of 

Mr.  Bowsher.  Yes.  I  think  we  answered  the  question.  I  think 
Cecile  Trop  down  here  did  the  work,  that  it  was  administratively 
feasible  to  do  that,  but  I  am  not  sure  we  answered  the  questions — 
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or  were  asked  the  questions  quite  as  you  have  asked  them  here 
today. 

Cecile,  you  might 

Ms.  Trop.  We  questioned  what  the  impact  would  be  on  the  mar- 
kets. We  couldn't  answer  that  question  for  you,  but  in  terms  of 
operationally,  yes,  you  could  collect  it. 

The  Chairman.  I  remember  now  that  the  (General  explained.  It 
brought  up  the  question  of  administrative  feasibility. 

I  will  submit  some  other  questions  in  writing.  Thank  you  again 
very  much,  and  your  colleagues. 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

Clearly,  there  are  a  number  of  common  concerns  that  GAO  is  not 
unique  to.  Congress  is  not  unique  to,  the  industry  is  not  unique  to. 
But  one  of  the  great  questions  is,  do  you  need  legislation? 

And,  certainly,  some  of  the  things  we  call  for  in  our  legislation, 
regulators  can  do  on  their  own,  and  one  of  the  goals  of  legislation 
is  to  maybe  just  introduce  it  to  get  a  little  activity. 

But  I  am  wondering  if  you  can  address  just  the  substantive  ques- 
tion: Do  you  need  legislation,  and  what  are  the  advantages  of  hav- 
ing a  legislative  route  versus  a  nonlegislative  route,  particularly 
from  this  perspective? 

I  have  been  told  by  almost  everyone  I  have  met  in  the  industry 
that  there  is  hardly  a  specific  provision  of  anything  that  we  have 
introduced  that  there  is  objection  to,  but  there  is  objection  in  total 
to  the  idea  of  having  legislation  per  se,  partly  foot  in  the  door,  part- 
ly that  the  legislation  may  come  out  looking  very  different  than 
when  it  goes  in.  And  so  I  would  like  your  comments  on  that,  if  I 
could. 

Mr.  BowsHER.  I  would  be  pleased  to  comment  on  that,  Congress- 
man Leach.  Because  in  our  discussion  of  a  lot  of  people  in  the  in- 
dustry, and  especially  some  of  the  senior  people,  not  just  the  people 
who  are  head  of  the  derivatives  department,  but  let's  say  the  CEOs 
and  some  of  the  board  of  directors,  and  that,  we  do  not  get  the  im- 
pression that  they  have  any  problem  with  our  recommendations  on 
improving  controls,  improving  risk  management  systems,  keeping 
the  board  of  directors  properly  informed,  having  the  audit  commit- 
tees check  it  out,  and  getting  proper  information  flowing  and  get- 
ting the  accounting  straightened  out  and  everything  like  that. 

They  do  seem  to  be  very  concerned  about  legislation.  They  all  say 
to  us  that  we  think  we  can  do  this  ourselves,  and  what  our  impres- 
sion is  as  we  have  met  with  the  various  institutions  is  that  they 
are  all  working  on  it.  In  other  words,  they  are  moving  ahead;  they 
are  making,  from  their  description  to  us,  they  are  making  progress, 
and  that. 

I  think  what  you  really  need  is  to  have  verification  somehow. 
And  I  think  that  the  verification  can  be  done  in  the  private  sector, 
corporate  governance  model  of  the  CPA  firm,  or  some  other  outside 
firm  doing  a  review  on  let's  say  an  annual  basis  and  reporting  to 
the  audit  committee  and  that. 

But  in  addition,  I  think  the  government  regulators  have  to  have 
some  oversight  too  and  be  able  to  go  in  there  and  look.  From  what 
I  can  tell,  the  regulators  are  where  they  were,  say,  2  or  3  years 
ago,  not  very  up  to  speed  maybe  in  some  of  these  areas,  have  made 
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major  efforts  here  now  to  build  some  teams.  And  I  think  that  they 
should  move  out  here,  and  I  think  move  Mr.  Greenspan,  and  Mr, 
Ludwig  has  announced  that  they  plan  to  do  that  for  the  larger 
dealers,  that  they  are  going  to  look  at  the  larger  institutions  and 
the  dealers  in  a  more  comprehensive  way  than  maybe  they  have 
in  the  past  on  this  oversight. 

The  one  big  thing,  though,  that  came  out  in  the  Group  of  Thirty 
report  is  not  everybody  is  moving  at  the  same  speed  or  pace  of  get- 
ting their  systems  and  their  controls  in  place  and  everything  like 
that.  And  tne  one  advantage  that  legislation  has  is  that  it  kind  of 
pushes  everybody  down  the  road  here  to  do  it. 

And  maybe  you  would,  with  legislation,  get  everybody  doing  what 
they  are  supposed  to  be  doing  in  this  area.  Without  legislation,  you 
might  get  a  certain  percent  that  are  doing  the  right  thing  and 
maybe  not  everybody.  So  I  think  that  is  one  of  the  big  issues,  is 
whether  you  need  legislation  or  you  don't  need  legislation. 

Mr.  Leach.  I  appreciate  that. 

A  second  question;  one  of  the  peculiar  aspects  of  dealing  with  leg- 
islation, that  to  the  outside  world  seems  quite  strange  is  that  there 
are  committees  of  jurisdiction — and  our  committee  has  some  juris- 
diction, and  other  committees  have  jurisdiction  over  parts  of  the 
same  market.  And  so  we  have  a  bill  at  the  moment,  the  principal 
bill  before  us,  that  deals  with  our  area  of  jurisdiction,  but  then  that 
almost  by  definition,  leaves  other  people  in  the  same  market  that 
would  be  without  a  legislative  umbrella. 

Would  you  comment  on  the  awkwardness  of  that,  and  is  that  a 
reason  to  not  go  ahead  with  our  legislation  or  a  reason  to  go  ahead 
with  our  legislation  imder  the  understanding  that  others  are  likely 
to  do  something  similar? 

Mr.  BowsHER.  Yes.  I  think  I  would  favor  the  latter,  hoping  that 
the  others  then  would  follow.  The  banks,  obviously,  have  the  more 
complete  regulatory  system  that  is  in  legislation  at  this  point  in 
time.  The  affiliates  of  the  securities  firms  are  outside;  they  can 
have  some  disclosure  and  that,  but  as  far  as  the  capital  or  going 
into  check  the  risk  management  systems,  they  really  don't  have  the 
authority  to  do  that. 

On  page  11  of  our  report  we  have  a  chart  there  that  clearly 
shows  the  gaps  you  might  say  in  this  area.  Also,  when  you  go  over- 
seas, some  people  have  raised  this  issue,  that  you  are  going  to  force 
it  all  overseas.  Actually,  when  you  go  overseas,  the  big  dealers  are 
regulated,  generally  by  the  central  bank,  or  some  kind  of  a  bank, 
because  most  of  this  activity  is  being  done  in  their  large  and  what 
they  sometimes  refer  to  as  tneir  universal  banking  system. 

So  it  isn't  that  you  would  be  escaping,  it  is  really  America  who 
has  more  of  the  hodgepodge  of  regulatory  here,  and  I  think  it  im- 
pacts the  industry.  And  what  we  see  here — and  I  know  this  com- 
mittee has  worried  about  this  and  addressed  it  in  the  past — ^is  that 
we  have  a  financial  services  industry  that  is  changing  very  rapidly, 
and  we  have  our  own  regulatory  structure  pretty  much  based  on 
the  model  that  was  set  up  in  the  1930's,  somewnat  modified,  but 
basically  that,  afler  the  great  stock  market  crash  and  the  bank  clo- 
sures or  that  period. 

I  think  at  some  time  we  are  going  to  have  to  bring  some  mod- 
ernization on  that.  I  have  testified  on  that  subject.  But  I  think  in 
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the  meantime,  until  we  can  do  something  in  that  area,  it  is  prob- 
ably important  to  do  the  best  we  can  in  each  area. 

Mr.  Leach.  Thank  you. 

The  Chairman.  Mr.  Neal. 

Mr.  Neal.  Thanks,  Mr.  Chairman. 

You  said  that  the  domestic  derivative  market  is  comprised  of  a 
few  hedge  funds,  a  few  banks,  a  few  security  companies,  and  a  few 
insurance  companies.  Could  you  give  me  those  specific  numbers 
again? 

Mr.  BowsHER.  Yes,  I  sure  could,  Mr.  Congressman.  In  the  bank- 
ing area  of  the  seven  domestic  bank  over-the-counter  derivatives 
dealers,  you  have  seven  that  account  for  90  percent  of  the  total 
U.S.  banking  derivatives  activity,  and  in  the  securities  area  you 
have  five  that  comprise  87  percent. 

Mr.  Neal.  And  how  about  of  the  total  that  is  done  domestically, 
most  of  it  is  done  by  those  seven  banks,  five  securities  firms? 

Mr.  BowsHER.  And  three  big  insurance  firms. 

Mr.  Neal.  Three  insurance  firms  and  some  big  hedge  firms  I 
guess,  right? 

Mr.  Bowsher.  No.  The  hedge  firms  are  separate. 

Mr.  Neal.  So  it  is  really  seven  and  five  and  three. 

Mr.  Bowsher.  Yes. 

Mr.  Neal.  And  of  the  total,  what  percent  is  done  by  the  banks 
and  by  the  securities  firms  and  by  insurance  companies? 

Mr.  Bowsher.  Do  we  have  that  number? 

Mr.  BOTHWELL.  Mr.  Neal,  the  seven  banks  do  about  70  percent 
of  the  over-the-counter  and  the  five  securities  firms  and  three  in- 
surance firms  do  about  30  percent. 

Mr.  Neal.  I  am  sorry,  say  that  again. 

Mr.  Bothwell.  The  seven  banks  do  about  70  percent  of  the  over- 
the-counter  and  the  five  securities  firms  and  three  insurance  firms 
do  about  30  percent. 

Mr.  Neal.  And  then  of  those  two,  most  of  it  is  securities  firms? 
Between  the  insurance  and  the  securities  firms? 

Mr.  Bothwell.  The  securities  firms  would  have  the  larger  share. 

Mr.  Neal.  I  wasn't  quite  sure  what  you  said.  You  did  an  earlier 
study  having  to  do  with  derivatives  and  banks,  and  I  wasn't  quite 
clear  as  to  what  that  study  was  all  about. 

Mr.  Bowsher.  No.  I  think  what  we  did  was  an  earlier  study  that 
involved  this  t£ix  question  that  the  chairman  had  asked  us.  This  is 
our  first  major  study  on  derivatives,  the  one  that  we  released  in 
May  of  this  year. 

Mr.  Neal.  I  thought  you  had  some  information  on  what  the  im- 
pact of  that  would  be  on  banks  if  banks  weren't  doing  this  kind  of 
activity  with  insured  deposits,  but  you  don't  really  have 

Mr.  Bowsher.  We  don't  have  that,  no. 

Mr.  Neal.  Any  thoughts  on  that  at  all? 

My  concern  is,  I  mean  I  am  always  amazed  and  quite  admiring 
of  all  of  the  creativity  that  goes  on  in  our  financial  system,  finan- 
cial markets,  and  I  expect  most  of  them  are  generally  very  positive 
and  useful  and  so  on.  The  real  question  for  me  usually  is,  what  is 
appropriate  to  do  with  insured  deposits?  And  with  this  one,  I  am 
having  trouble  with  it.  I  still  don't  know. 
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How  do  you  come  down  on  it?  Have  you  decided  what  you  think 
is  appropriate? 

Mr.  BowsHER.  No,  we  haven't.  In  fact,  it  is  one  of  the  things  that 
we  recommended  in  this  report  that  ought  to  have  further  study, 
Mr.  Neal. 

Mr.  Neal.  Well,  you  think  you  ought  to  study  it  further? 

Mr.  BowsHER.  Well,  we  could.  We  would  be  willing  to  talk  to  the 
committees  about  doing  that. 

Mr.  Neal.  Would  you  be  interested  in  that,  Mr.  Chairman? 

The  Chairman.  Oh,  yes. 

Mr.  Neal.  I  think — I  just,  to  tell  you  the  truth,  I  just  don't  know 
what  to  think  about  it.  I  can  see  the  usefulness  of  it,  but  there  has 
already  been  a  lot  of  losses  in  this  area.  Have  there  been  any  sig- 
nificant bank  losses  that  you  are  aware  of? 

Mr.  BowsHER.  Some  banks  have  had  some  losses  in  the  deriva- 
tives area,  yes. 

Mr.  Neal.  I  mean,  I  don't  see  how  you  can — it  is  a  real  profit 
center  for  banks.  I  mean,  they  have  to  be  absolute  geniuses  if  all 
they  do  is  make  money  and  don't  have  any  losses.  That  would  be 
a  pretty  rare  situation.  If  that  were  the  case,  I  think  a  lot  more 
would  be  interested  in  it. 

Anyway,  I  will  keep  studying  it.  I  don't  know  what  to  think 
about  it. 

Mr.  BowsHER.  OK 

Mr.  Neal.  Thank  you. 

The  Chairman.  Mr.  McCollum. 

Mr.  McCollum.  Thank  you,  Mr.  Chairman. 

Mr.  Bowsher,  in  looking  at  what  you  have  said  and  listening  to 
what  you  have  said  this  morning,  a  couple  of  things  come  to  mind. 
First  of  all,  I  suspect  you,  like  all  of  us,  recognize  not  only  that 
these  complex  and  important  instruments  are  out  there,  these  de- 
rivatives, but  that  they  are  pretty  vital  to  the  financial  services 
community  today.  They  are  built  into  the  system  and  they  perform, 
when  done  correctly,  a  very  important  function. 

So  I  don't  think  any  of  us  want  to  disturb  them,  and  the  thrust 
of  what  you  are  saying  is  that,  in  essence,  there  is  not  a  sufficient 
regulatory  mechanism  out  there  to  bring  the  dealers  into  compli- 
ance with  the  recommendations  and  the  guidelines  that  the  regu- 
lators have  already  issued.  Also,  there  are  some  problems  that  you 
note  with  inadequate  rules  of  financial  reporting. 

Those  two  things  stand  out  to  me  from  everything  else  you  have 
said.  But  I  am  not  sure  I  have  in  my  mind  what  the  regulatory 
mechanism  needs  to  be,  in  your  view,  that  doesn't  exist  today. 

Mr.  Bowsher.  Yes. 

Mr.  McCollum.  Could  you  clarify  that,  please? 

Mr.  Bowsher.  Sure.  In  other  words,  if  you  think  about  it  here, 
this  is  an  area  that  has  grown  very  dramatically  here  in  the  last, 
say,  5  to  10  years,  and  even  when  the  Group  of  Thirty  did  their 
study  here,  which  was  done  under  the  direction  cf  Dennis 
Weatherstone  of  the  Morgan  Bank,  why,  they  did  a  survey  and 
they  asked  some  of  the  people,  and  if  you  look  at  the  Group  of 
Thirty  report  you  basically  have  what  those  people  thought  was 
best  practices. 
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This  is  the  kind  of — ^in  other  words,  they  were  saying  just  what 
you  said,  Mr.  McCollum,  that  that  is  an  important  part  of  our  fi- 
nancial services  industry  today,  it  serves  an  important  purpose  and 
that,  but  there  is  risk  here  that  we  ought  to  handle  properly  and 
here  are  some  of  the  areas  we  ought  to  be  doing  better  on,  and  here 
is  what  we  kind  of  think  the  Group  of  Thirty  would  be  the  best 
practice. 

Then  they  also  went  on  to  say,  we  did  some  surveys  and  in  some 
of  these  areas  we  found  pretty  good  response;  others  we  found  that 
people  were — maybe  half  the  people  weren't  doing  so  well,  and 
things  like  that.  So  I  think  that  showed  us  a  snapshot,  you  might 
say,  at  that  period  of  time  as  to  approximately  what  the  situation 
is. 

What  we  are  saying  here  in  your  report  is  that  it  is  important 
to  determine  what  are  the  best  practices,  and  that  is  such  as  your 
controls.  You  see,  some  of  the  institutions  have  told  us,  you  have 
to  have  a  risk  assessment  system  there  to  control  what  instru- 
ments you  do  approve.  In  other  words,  like  one  institution  got  into 
trouble  because  their  trader  started  to  put  the  tickets  in  the  draw- 
er, didn't  catch  it  early  enough;  they  lost  about  $100  million,  they 
told  us,  and  then  later  on  they  had  a  hard  time  figuring  out — they 
fired  the  person — of  what  was  in  those  derivatives  or  now  to  un- 
wind it  and  everything  like  that. 

This  other  institution  says,  boy,  that  is  why  you  need  a  risk  as- 
sessment system  in  place.  So  not  only  does  the  person  who  is  creat- 
ing this  derivative  instrument  know  what  is  in  there,  but  somebody 
else  knows  it,  understands  it,  and  through  some  kind  of  guidelines 
from  management  says,  yes,  we  are  willing  to 

Mr.  McCollum.  So  what  you  are  saying  is  that  there  are  some 
broad  guidelines  the  regulators  have,  but  there  is  no  one  yet  who 
has  said  each  bank  should  have  a  risk  assessment  system  or  man- 
agement system  such  as  you  just  described,  and  that  is  illustrative, 
I  suspect,  of  what  you  think  maybe  other 

Mr.  BowsHER.  Yes.  Except  recently  the  regulatory  people  have 
put  out  some  guidelines  along  these  lines  saying  that  this  is  what 
we  think  you  should  have,  and  they  will  be  reviewing  I  am  sure 
the  banks  along  those  guidelines.  So  they  are  starting  to  get  to  that 
position. 

Mr.  McCollum.  I  am  just  trying  to  figure  out  what  we  are  really 
missing  here.  From  what  you  are  saying  and  doing  it  is  just  a  mat- 
ter of  capping  up  to  it,  that  is  what  it  sounds  like. 

One  last  question.  In  Mr.  Kaufman's  testimony  that  he  will  be 
delivering  to  us  after  you  have  left,  he  has  one  major  criticism  of 
this  proposed  legislation,  that  it  is  dealing  only  with  the  commer- 
cial banking  area,  not  with  the  rest  of  the  financial  institutions. 

Is  there  a  danger  in  pushing  in,  just  into  the  banking  area,  some 
of  these  regulatory  matters  without  addressing  the  others  at  the 
same  time? 

Mr.  BowsHER.  No,  I  don't  think  there  is  a  danger.  I  think  his 
bigger  concern  is  there  is  a  danger  because  you  don  t  have  an  over- 
all regulatory  system  and  structure  for  everybody  that  is  playing 
in  this.  In  other  words,  I  think  his  point,  and  I  would  agree  with 
his  point,  it  is  one  of  the  things  that  we  have  in  our  report,  that 
it  would  be  better  if  we  have  an  overall  regulatory  structure  here. 
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that  everybody  had  to  play  by  the  same  guidelines  or  rules,  you 
might  say. 

Mr.  McCoLLUM.  From  a  sense  of  fairness  and  equity  among  the 
various  competitors. 

Mr.  BowsHER.  And  also  safety  to  the  overall  system.  Those  three 
things. 

Mr.  McCoLLUM.  But  he  is  saying,  "Don't  do  it  alone  to  one  indus- 
try without  doing  it  to  all  at  the  same  time,  it  is  not  going  to 
work,"  isn't  he?  I  don't  know  that.  He  is  going  to  say  it  nimself, 
but  what  is  your  response  to  that  idea. 

Mr.  BowsHER.  Well,  my  response  is  that  they  are  all  making 
moves  in  the  right  direction  from  what  we  can  tell  in  our  visits  to 
these  large  dealer?,  and  so  I  don't  think  he  is  saying  that  you 
would  be  doing  damage  by  just  doing  it  in  one  area.  I  think  what 
he  is  saying  is,  I  would  just  like  to  see  some  safety  and  soundness 
guidelines  and  rules  here  for  all  of  the  agencies — ^for  all  of  the  big 
dealers,  and  not  just  the  banks. 

And  I  think  some — one  of  the  interesting  comments  we  are  get- 
ting from  overseas  when  we  look  at  the  overseas  press  on  our  re- 
port, and  that  is  that  many  of  the  big  central  banks  and  some  of 
the  big  bankers  in  Europe  are  saying  that  they  see  this  as  a  weak- 
ness in  the  American  system. 

Mr.  McCoLLUM.  Thank  you  very  much. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  The  time  of  the  gentleman  has  expired. 

We  should  recess,  but  Mr.  Kennedy  may  not  be  able  to  come  back 
and  he  is  asking  for  1  minute. 

Mr.  Bowsher,  are  you  all  right  for  time?  We  are  going  to  have 
to  go  and  record  our  vote  and  come  right  back. 

Mr.  Bowsher.  Oh,  all  right. 

The  Chairman.  Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman. 

General,  I  was  wondering,  we  had  a  lot  of  discussion  on  this  com- 
mittee about  trying  to  build  some  firewalls  between  banks  and 
other  subsidies  involving  a  whole  range  of  activities. 

Have  you  given  any  thought  to  whether  or  not  there  might  be  an 
ability  to  create  a  firewall  between  the  bank  and  therefore  the  de- 
posit insurance  fund  and  the  derivatives  activities  so  that  there 
would  not  be — if  you  really  are  concerned  about  the  transfer  of  li- 
ability, whether  or  not  we  couldn't  in  some  way  make  it  veiy  clear 
that  these  activities  are  taking  place  outside  of  the  bank  itself? 

Mr.  Bowsher.  Well,  that  is  a  situation  where  we  think  that  you 
could  build  that  firewall;  we  are  never  sure  that  that  firewall  will 
stay  up  in  time  of  crisis.  In  other  words,  that  is  what  we  saw  in 
the  Continental  Bank.  It  didn't  stay  up  out  there.  And  so  you  can 
try  to  do  it,  you  can  move  the  capital  out  and  set  up  on  a  capital 
basis  and  that,  and  it  should  work,  but  you  are  just  never  quite 
sure. 

Mr.  Kennedy.  Mr.  Chairman,  I  appreciate  the  time.  I  under- 
stand we  have  to  go  vote. 

The  Chairman.  Thank  you,  Mr.  Kennedy. 

We  will  recess. 

Mr.  Kennedy.  If  I  might  extend  the  discussion  for  one  brief  sec- 
ond. On  a  completely  separate  issue,  we  are  marking  up  Eximbank 
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legislation  tomorrow  on  another  subcommittee  of  this  committee.  It 
has  been  proposed  that  we  allow  dual-use  sales  through  the 
Eximbank  to  foreign  nations  for  pieces  of  hardware  emd  equipment 
that  might  be  utilized  for  military  purposes. 

There  are  provisions  that  suggest  that  the  GAO  could  do  a  report 
to  indicate  whether  or  not  those  kinds  of  dual-use  activities  in- 
volved actual  military  sales  at  some  later  point.  Is  that  anything 
that  you  have  given  thought  to,  or  do  you  feel  like  your  organiza- 
tion could  do  such  a  thing? 

Mr.  BowsHER.  No.  I  think  we  have  done  that  kind  of  work  in  the 
past.  I  don't  know  specifically.  I  would  have  to  have  my  defense 
people  look  at  it. 

Mr.  KE>fNEDY.  Have  you  had  any  experience  in  that? 

Mr.  BowsHER.  Yes.  We  have  experience  in  that  area. 

Mr.  Kennedy.  Thank  you  very  much. 

[Recess.] 

The  Chairman.  The  committee  will  please  come  to  order. 

Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you  very  much,  Mr.  Chairman.  Mr. 
Bowsher,  you  said  there  were  seven  banks  that  account  for  90  per- 
cent of  all  of  the  banking  activity,  and  the  banking  activity  ac- 
counts for  70  percent  of  the  derivative  activity.  Of  those  seven 
banks,  how  many  of  them  have  insured  deposits? 

Mr.  Bowsher.  Oh,  all  of  them. 

Mr.  LaFalce.  All  of  them  have  insured  deposits? 

Mr.  Bowsher.  Yes. 

Mr.  LaFalce.  OK.  Morgan,  also? 

Mr.  BoTHWELL.  Yes,  yes. 

Mr,  LaFalce.  All  right.  To  what  extent  is  their  activity  of  these 
seven  financial  institutions  primarily  risk  management  activity,  to 
what  extent  is  it  trading  for  profit?  Is  there  any  way  you  could  di- 
vide this  up? 

Mr.  Bowsher.  We  don't  have  that,  do  we?  We  don't  have  that 
kind  of  split.  That  is  the  kind  of  information  I  think  that  the  stock- 
holders and  the  government  regulators  and  that  should  have  avail- 
able. To  a  certain  extent,  it  is.  Also  one  of  the  reasons  is  because 
of  the  accounting  and  the  disclosure  rules  have  not  quite  achieved 
that. 

Mr.  LaFalce.  OK. 

Mr.  Bowsher.  But  I  think  that  is  one  of  the  things  down  the 
road.  Those  kind  of 

Mr.  LaFalce.  Does  Mr.  Burnett  want  to  make  a  ballpark  guess 
on  it? 

Mr.  Bowsher.  Well,  let  me  have  Mike  Burnett  here  answer  your 
question,  if  he  can,  to  the  extent  that  he  can,  because  he  has  done 
more  work  in  this  area. 

Mr.  Burnett.  It  is  hard  to  make  the  distinction  that  you  are  try- 
ing to  make,  but  as  part  of  our  survey  of  the  major  dealers,  we 
asked  what  percentage  of  the  profits  were  from  derivatives-dealing 
activity,  and  they  reported  that  somewhere  between  10  and  25  per- 
cent of  their  profits  were  from  derivatives  dealing. 

Mr.  LaFalce.  So  on  average,  10  to  25  percent.  OK.  That  is  good 
to  know  that  information. 
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Now,  we  have  a  regfulatory  scheme  for  our  banks,  and  I  think  it 
is  considerably  gn^eater  than  the  regulatory  scheme  for  the  securi- 
ties industry,  surely  for  the  insurance.  I  don't  think  we  have  any- 
thing for  the  insurance.  But  you  are  suggesting  maybe  it  is  not 
adequate  enough,  that  we  could  have  a  bit  more  disclosure.  Is  that 
the  basic  thrust  of  vour  statement? 

Mr,  BowsHER.  That  is  one  of  them.  In  other  words,  we  think  the 
derivatives  area  is  one  of  the  newer  areas,  you  might  say,  that  has 
grown  very  dramatically,  very  rapidly,  and  we  just  think  that  you 
have  to  think  through  the  regulators,  the  bank  regulators,  how  to 
enhance  their  oversight  of  this  area.  It  isn't  that  you  shouldn't  be 
doing  more  or  less  in  any  of  the  other  areas,  but  this  is  a  new  area 
that  needs  some  looking  at.  We  have  met  with 

Mr.  LaFalce.  Insofar  as  these  seven  banks  that  account  for  70 
percent  of  all  activity,  90  percent  of  the  banking  activity,  you  basi- 
cally have  a  regulatory  network  in  place  right  now  and  we  don't 
have  to  get  jittery  about  it,  correct? 

Mr.  BowsHER.  Well,  they  can  move  out  and  do  it,  that  is  right. 
Whereas  the  SEC  does  not  have  the  authority  to  do  some  of 
this 

Mr.  LaFalce.  I  am  most  concerned  about  the  areas  where  we 
don't  have  any  regulation,  such  as  insurance  compainies,  and 
maybe  pension  funds.  Could  you  comment  on  that  a  bit?  I  wonder 
if  we  shouldn't  in  Congress  be  spending  most  of  our  time  in  totally 
unregulated  areas,  insurance  companies,  and  pension  funds.  Do 
you  have  any  thoughts  on  that? 

Mr.  BowsHER.  Yes.  We  show  on  page  11  of  our  report  the  gaps 
in  the  other  areas,  and  I  will  have  Jim  Bothwell  speak  to  this  area, 
because  he  has  done  most  of  the  work.  But  I  think  you  need  im- 
provements in  all  of  the  areas,  and  I  think  most  of  the  people  in 
the  industry  recognize  that.  But  you  have  gaps  in  the  other  areas 
that  are  much  bigger  than  what  you  have  in  the  banking  area.  But 
let  me  have  Jim  explain  it  in  a  little  more  detail. 

Mr.  Bothwell.  We  found  that  there  are  basically  three  regu- 
latory safeguards  that  the  banks  have  that  don't  exist  to  the  same 
extent  for  the  securities  firm  affiliates.  These  are  affiliates  of  secu- 
rities firms,  and  they  are  not  the  broker  dealers  that  are  regulated 
by  SEC.  There  are  also  three  insurance  firms  affiliates  that  are  big 
dealers  in  OTC  derivatives.  Basically,  the  SEC  does  not  have  the 
ability  to  set  capital  requirements  for  the  OTC  affiliates  of  securi- 
ties firms,  nor  do  they  have  the  ability,  as  we  stressed  in  our  testi- 
mony, to  go  in  and  examine  those  affiliates  to  see  if  they  have  good 
risk  management  systems.  And  the  insurance  industry,  as  you  may 
know,  is  State-regulated. 

However,  these  same  limitations — the  lack  of  authority  to  go  in 
and  examine  the  OTC  dealing  activity  of  affiliates  of  insurance 
firms  and  the  lack  of  authority  to  set  capital  requirements  for  the 
stock  insurance  companies — also  exist  in  that  industry,  as  well. 
Both  the  SEC  and  the  insurance  regulators  can  get  some  informa- 
tion from  the  affiliates.  There  was  a  recent  piece  of  legislation 
passed,  the  Market  Reform  Act  of  1990,  which  allowed  the  SEC  to 
get  information  from  any  material  affiliate  that  could  pose  a  mate- 
rial threat  to  the  financial  condition  of  the  broker  dealer,  and  the 
SEC  is  moving  out  to  try  and  gain  some  information  voluntarily 
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under  that  authority.  But  the  SEC  doesn't  have  the  authority  to  go 
in  and  set  capital  requirements  or  to  do  exams.  So  those  are  the 
basic  regulatory  gaps  that  exist  in  that  part  of  the  market. 

Mr.  LaFalce.  Mr.  Chairman,  I  would  like  to  apologize  that  I 
have  to  leave.  The  mayor  of  Buffalo  is  waiting  in  my  office,  and  es- 
pecially I  wanted  to  hear  both  Mr.  Kaufman  and  Mr.  Rotberg,  you 
have  some  excellent  witnesses  to  follow  these  excellent  witnesses. 

Thank  you. 

The  Chairman.  Thank  you.  Mr.  Bereuter. 

Mr.  Bereuter.  Thank  you,  Mr.  Chairman. 

Mr.  Bowsher,  I  wanted  to  follow  up  on  something  you  just 
touched  on  in  response  to  Mr.  Leach's  last  question.  Given  the  glob- 
al nature  of  financial  transactions  and  the  ability  of  investors  to 
seek  those  opportunities  in  foreign  financial  markets,  I  am  espe- 
cially interested  in  regulatory  efforts  abroad,  for  example,  the  U.K. 
and  Japan,  to  attempt  to  reduce  the  risks  to  sovereigns,  to  deposi- 
tor, to  others  from  the  extensive  use  of  these  transactions.  Could 
you  elaborate  on  this  question  now  or  later  by  indicating  whether 
our  regulatory  institutions  are  more  or  less  restrictive  in  regulating 
these  types  of  transactions,  and  whether  there  is  a  danger  in  the 
United  States  unilaterally  or  more  severely  regulating  these 
transactions? 

Are  there  efforts  underway  to  reach  any  harmony  or  consensus 
internationally  in  the  regulation  of  these  transactions? 

Could  you  address  that  series  of  questions,  please? 

Mr.  Bowsher.  Yes.  First,  let  me  say  that  there  are  efforts  under 
way  by  international  groups  to  try  to  do  some  harmonization  here 
in  this  whole  area.  Jim  Bothwell,  again,  is  quite  knowledgeable 
about  this. 

Jim,  if  you  could  just  summarize  what 

Mr.  Bothwell.  Sure.  Mr.  Bereuter,  the  bank  regulators  have  es- 
tablished international  capital  standards  for  banks  that  cover  cred- 
it risks.  However,  they  don't  cover  other  forms  of  risks  that  could 
be  associated  with  derivatives  activities  in  banks.  There  has  been, 
unfortunately,  much  less  progress  for  setting  international  capital 
standards  for  securities  firms. 

They  are  working  on  that  issue  now,  and  I  don't  believe  there  is 
any  progress  at  all  for  capital  standards  for  insurance  companies 
worldwide.  Basically,  most  of  the  foreign  countries  that  we  looked 
at  have  some  regulatory  authority  and  do  have  the  ability  to  go  in 
and  do  examinations  and  also  have  reporting  requirements  of  the 
major  dealers.  And,  as  Mr.  Bowsher  pointed  out,  in  some  major 
countries  there  is  universal  banking,  where  securities  activity  and 
derivatives  activity  and  the  banking  activity  is  all  in  one  institu- 
tion, so  there  is  one  regulator,  in  some  cases  a  central  bank. 

Mr.  Bereuter.  Can  you  assess  whether  they  are  more  restrictive 
in  general  or  less  restrictive  than  our  regulation  of  transactions? 

Do  you  want  to  do  it  by  some  of  the  major  countries  at  least?  I 
mentioned,  for  example,  U.K.  and  Japan.  Can  you  give  me  some 
balance  on  the  scale  on  regulation? 

Mr.  Bothwell.  Well,  it  is  a  hard  question  to  answer,  because  in 
the  United  States  there  is  no  one  standard,  no  one  regulatory 
framework,  over  all  of  this  activity.  You  can  perhaps  do  some  com- 
parisons over  the  banks. 
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Mr.  Bereuter.  Well,  let's  just  assess  the  banks  since  we  seem 
to  have  nothing  really  over  insurance. 

Mr.  BoTHWELL.  Well,  in  the  banks,  the  capital  standards  that 
were  set  by  the  Bank  of  International  Settlements  and  followed  by 
most  of  the  major  countries  are  the  same.  They  are  minimum  cap- 
ital standards.  Some  countries  can  require  more  capital  than  that, 
and  some  do.  We  haven't  done  an  exhaustive  study  of  the  dif- 
ferences. We  are  looking  at  differences  in  bank  regulatory  struc- 
tures overseas  right  now  in  another  set  of  studies. 

We  have  recently  issued  one  report  on  Germany  and  we  are 
going  to  do  one  for  the  U.K.,  France,  and  Canada  and  do  an  overall 
capping  report.  So  that  could  address  some  of  this.  But  it  would 
just  be  for  the  banks;  it  won't  be  for  the  securities  or  insurance 
company  affiliates. 

Mr.  Bereuter.  Mr.  Chairman,  I  have  one  more  question,  and 
that  was  whether  or  not  there  is  any  danger  in  us  unilaterally  and 
more  severely  regulating  in  certain  areas  in  these  types  of  financial 
transactions. 

Mr.  BowsHER.  Yes.  I  don't  think  so,  Mr.  Bereuter.  I  mean  there 
is  always  some  danger,  but  I  think  the  thing  that  convinces  me 
that  we  are  not  going  to  drive  this  business  overseas  is  that  the 
big  institutions  are  concerned  about  this  risk  themselves.  They  are 
making  investments  in  these  risk  management  systems. 

We  were  meeting  with  one  of  the  big  Midwest  banks  here  just 
in  the  last  30  days,  and  they  were  explaining  how  they  had  central- 
ized their  operations  in  three  or  four  international  cities,  plus  their 
home  city  here  in  the  United  States,  and  the  big  thing  was  not  only 
to  have  daily  mark-to-market  accounting  of  where  they  stood,  but 
real  time. 

In  other  words,  they  were  hoping  to  get  the  real  time  systems. 
So  they  are  making  those  kinds  of  investments  looking  at  a  world- 
wide operation,  you  might  say. 

So  I  think  that  they  are  going  to  make  the  investments,  they 
have  made  a  lot  of  it  I  think  already,  and  I  think  really  the  bank 
regulators  and  the  other  countries  are  just  coming  up  to  speed  as 
far  as  the  ability  to  assess  that.  Like  the  Bank  of  England  is  one 
we  have  been  in  quite  good  touch  with  here,  and  they  are  putting 
the  special  unit  together  to  try  to  understand  this  whole  area  for 
their  operations  over  there. 

And  in  Germany,  why,  they  rely  upon  their  central  bank,  but 
also  they  have  a  bank  for  out  of  Berlin,  and  they  also  rely  a  little 
more  on  the  CPA  firms  there.  So  they  have  a  kind  of  a  three-way 
approach  of  going  at  it.  We  are  going  to  have  these  additional  re- 
ports that  I  think  will  be  helpful.  We  are  willing  to  come  over  and 
brief  you,  too,  on  what  we  know  today  even  before  we  can  actually 
produce  the  reports  in  this  area. 

Mr.  Bereuter.  Maybe  that  would  be  even  more  generally  of  in- 
terest here  and  if  so,  that  would  be 

Mr.  BowsHER.  Yes.  We  would  be  pleased  to  do  that. 

Mr.  Bereuter.  Thank  you,  Mr.  Chairman.  Thank  you,  Mr. 
Bowsher. 

The  Chairman.  Mr.  Watt. 

Mr.  Watt.  Thank  you,  Mr.  Chairman. 
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Mr.  Bowsher,  I  am  looking  at  page  188  of  the  GAO  Report  which 
has  a  listing  of  the  banks  and  securities  firms  and  insurance  com- 
panies that  are  the  15  major  U.S.  participants  in  derivatives,  and 
I  am  looking  at  pages  2  and  3  of  your  written  testimony,  which  in- 
dicates that  the  top  seven  domestic  bank  derivative  dealers  ac- 
counted for  90  percent  of  the  total  U.S.  bank  derivatives  activity. 

There  are  a  couple  of  characteristics  I  guess  that  I  note  about  the 
15  companies  on  page  15  that  would — one  of  which  that  none  of 
them  is  in  my  congressional  district,  which  is  kind  of  surprising 
since  I  have  some  of  the  major  banks  in  America.  But  I  guess  an- 
other characteristic  which  I  would  observe  is  that  all  of  these  ap- 
pear to  be  big  boys  plaving  in  this  market. 

And  I  guess  we  could  dismiss  it  at  that,  but  I  am  a  little  more 
concerned  about  the  other  10  percent  that  is  not  included  in  the  90 
percent  that  is  represented  by  these  15,  or  these  top  7  banks.  How 
many  other  banks  in  the  country  that  we  know  are  dealing  in  de- 
rivatives activities  and  are  any  of  them,  even  though  they  are 
smaller,  involved  to  the  extent  that  their  percentage  of  profits  or 
percentage  of  their  assets  invested  might  each  be  higher  than  the 
percentage  of  these  big  guys  who  are  participating  in  the  activity? 

Do  we  nave  any  information  on  that? 

Mr.  Bowsher.  Yes,  we  do.  There  are  about  900  banks  that  are 
doing  some  derivatives  work  and  dealing  in  derivatives.  That  would 
be  out  of  around  12,000  banks.  But  there  are  probably  200  or  250 
that  are  into  it  quite  a  bit,  you  might  say. 

So  it  is  probably  the  next  200  banks  that  you  have  to  be  con- 
cerned about.  And  it  is  an  important  point  that  you  are  bringing 
up,  Mr.  Congressman,  because  much  of  our  report  focuses  in  on  the 
15  major  derivative  dealers  here.  But  more  and  more  the  regional 
banks,  which  I  believe  you  represent  there,  have  grown  quite  large 
now,  and  they  recognize,  and  they  have  told  us  that  in  order  to 
keep  their  corporate  client  relationships,  that  they  have  got  to  get 
into  this  area,  and  they  are  going  into  it  more  and  more,  there  is 
just  no  question  about  it. 

So  I  think  one  of  the  important  things  on  the  oversight  here  is 
that  they,  as  well  as  these  big  15,  have  the  proper  controls,  the 
proper  risk  management  systems,  and  the  corporate  governance 
and  everything  in  place  too,  and  that  the  oversight  be  there. 

We  also  are  watching  some  of  the  boutiques  start  to  develop.  In 
other  words,  some  of  the  young  people  who  have  become  expert  in 
this  area  are  breaking  away  from  the  big  firms  and  setting  up  their 
own  firms.  It  takes  quite  a  bit  of  capital,  so  this  isn't  something 
that  is  easily  done,  you  might  say. 

But  you  are  going  to  see  that.  You  are  going  to  see  more  of  that. 
And  so  that  is  one  of  the  things  that  we  worry  about,  the  gap  in 
the  security  affiliates  not  having  the  ability  to  look  at  that. 

Mr.  Watt.  Let  me  ask  two  other  questions  and  then  I  will  stop. 
Is  the  list  of  at  least  those  200  additional  banks  available,  is  that 
public  information? 

Mr.  BOTHWELL.  Oh,  yes. 

Mr.  Bowsher.  Yes,  we  can  make  that  available. 

Mr.  Watt.  All  right.  I  would  like  to  get  a  copy  of  that  and  have 
some  idea  of  the  extent  to  which  these  other  banks  that  make  up 
the  other  10  percent  are  invested  in  this. 
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The  final  question  I  wanted  to  just  get  a  quick  comment  on,  do 
I  understand  that  the  existing  regulatory  structure,  all  of  these 
regulatory  bodies  that  we  have,  there  is  nothing  in  place  that  they 
can  already  do  without  additional  legislation  to  deal  with  this 
whole  area  of  derivatives,  or  is  there  something  in  place  already 
that  they  could  do? 

Mr.  BowsHER.  Yes.  They  can  be  doing  more  in  the  disclosure 
area,  asking  for  information  and  things  like  that.  What  they  can't 
do,  as  Jim  pointed  out,  as  much  is  in  the  capital  area  and  also  in 
the  inspection  or  the  oversight,  going  in  to  really  check  things  out. 

Mr.  Watt.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Mr.  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman. 

Mr.  Bowsher,  I  agree  that  certainly  this  is  a  subject  worthy  of 
investigation  and  some  apparent  concern,  but  I  do  think  it  needs 
to  have  some  boxes  around  it  so  we  can  categorize  what  is  reason- 
able and  what  is  unreasonable  in  the  conduct  of  swaps. 

First,  there  is  a  significant  difference  between  the  swap  dealer's 
risk  and  the  end  user's  risk  where  the  end  user  is  the  one  who  has 
nowhere  to  go  but  to  pay  the  obligation  when  the  maturity  occurs, 
where  the  dealer  has  a  commission  in  the  exchange  of  the  two 
pieces  of  quid  pro  quo. 

Beyond  that,  there  is  also  an  extreme  difference  between  the  no- 
tional amount  and  what  I  classify  as  current  exposure,  and  that  if 
you  look  toward  the  five,  seven,  nine  institutions,  whether  they  be 
securities  or  banks,  and  you  boil  down  to  that  current  exposure 
level,  it  then  once  again  reduces  the  downside  risk. 

Looking  at  your  report  fi'om  some  time  back 

Mr.  Bowsher.  Last  May,  a  month  ago. 

Mr.  Baker.  Page  77  makes  this  comment.  We  found  that  97  per- 
cent of  the  notional  amount  of  swaps  outstanding  at  yearend  of 
1991,  up  from  a  sample  of  200  firms,  was  held  by  firms  with  at 
least  investment  grade  ratings,  which  to  me  says  that  the  market 
risk  inherent  in  those  activities  is  minimal  given  the  fact  97  per- 
cent— page  77,  in  the  first  paragraph.  So  that  if  we  segregate  deal- 
er versus  end  user,  notional  amount  versus  current  exposure,  qual- 
ity of  those  residual  transactions,  we  then  get  to  the  issue  of 
whether  the  end  user  understands  the  downside  risk. 

And  the  question  of  concentration  pops  up.  How  many  people  are 
doing  this?  Is  it  systemic,  or  is  it  limited?  It  appears  to  be,  from 
information  given,  very  concentrated.  In  most  cases  in  business 
risks,  that  is  not  good.  In  this  case,  I  think  it  might  be  excellent, 
because  the  5  or  7  or  10  are  very  sophisticated  credit  risk  market 
analysis  operations.  So  that  I  don't  think  concentration  is  bad. 

As  to  why  we  as  a  government  should  be  concerned  about  this, 
I  think  the  only  legitimating  purpose  is  where  an  institution  which 
is  regulated  and  has  taxpayer  implicit  guarantees  for  failure  puts 
taxpayer  money  at  risk.  If  it  is  two  private  corporations,  it  gets  dif- 
ficult for  me  to  understand  why  we  should  reach  in  between  two 
parties  who  are  negotiating  the  sale  of  a  product  and  tell  them  you 
can't  do  this  anymore. 

What  may  be  the  most  dangerous  of  all  is  a  lesser  sophisticated 
management  team  of  a  smaller  institution  that  is  financially  regu- 
lated doing  business  as  an  end  user  with  a  private  corporation 
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wherein  the  failure  of  the  private  corporation  to  timely  deliver  then 
puts  the  S&L  in  trouble  which  then  calls  on  Federal  funds. 

In  looking  at  the  potential  of  that  activity,  I  am  not  sure  the  re- 
port goes  to  analyzing  that  particular  aspect  of  the  market,  but 
reaches  rather  general  conclusions  which  says  people  ought  to 
know  more  or  look  before  you  leap.  And  that  it  is  OK  to  leap,  as 
long  as  you  understand  the  downside  risk. 

Other  than  that  particular  instance,  is  there  anything  in  this 
study  which  I  have  missed  which  warrants  congressional  action, 
particularly  as  between  two  private  corporations  where  there  is  no 
taxpayer  exposure  as  a  result  of  a  failure  of  a  participant  to  meet 
his  obligations,  and  should  we  not  limit  the  scope  of  our  interven- 
tion only  as  to  those  transactions  which  may  trigger  financial  li- 
ability of  a  taxpayer? 

Mr.  BOWSHER.  Well,  as  we  tried  to  point  out  in  the  report  that 
derivatives  are  a  part  of  a  very  large  financial  services  industry 
today  in  this  country  and  you  can  start  to  have  troubles  not  just 
in  derivatives,  but  in  maybe  some  other  part  of  it.  I  think — I  don't 
know  whether  you  read  the  article  that  was  in  the  Wall  Street 
Journal  on  May  20  which  was  right  after  we  had  issued  this 
report. 

But  I  think  that  article  showed  what  had  happened  in  the  last 
3  or  4  months  in  the  various  markets,  especially  with  emphasis  on 
what  had  happened  in  the  European  bonds  markets  and  how  it  had 
forced  some  of  the  various  end  users  to  be  and  some  of  the  dealers 
to  be  in  difficult  situations,  including  some  of  the  hedge  funds  that 
went  under  at  that  time  because  uiey  couldn't  find  markets  for 
some  of  the  instances  that  they  had.  So  what  you  can  have  here 
is  you  can  have  a  domino  eflFect  or  a  cascading  effect  in  your  finan- 
cial services  industry  which  derivatives  are  now  a  major  player. 

In  other  words,  you  have  to  recognize  that  they  are  a  major  play- 
er, and  a  lot  of  these  different  instruments  and  different  markets 
are  very  much  linked.  And,  therefore,  I  think  it  is  important  that 
the  Congp'ess  look  at  the  overall  system  of  which  derivatives  is  one 
of  them,  one  part  of  it,  you  might  say.  And  I  agree  with  you,  Mr. 
Congressman,  the  main  emphasis  has  got  to  be  the  risk  to  the  in- 
sured deposits  or  to  the  taxpayers  or  something. 

We  should  not  be  in  any  way  injecting  ourselves  into  a  business 
decision  by  two  private  corporations,  wanting  to  make  a  hedge  or 
a  swap,  you  might  sav,  that  is  a  legitimate  business  transaction  to 
hedge  a  currency  risk  or  an  interest  rate  risk  or  something  like 
that.  I  mean  we  should  not — that  is  not  in  any  way  good.  The  big 
thing  is  to  get  enough  safeguards  in  there 

Mr.  Baker.  If  I  may  interject,  I  am  out  of  time,  and  I  just  want 
to  make  one  further  comment. 

The  Chairman.  The  time  of  the  gentleman  has  expired. 

Mr.  Baker.  Just  that  there  does  exist  sufficient  regulatory  ability 
of  the  regulators  today  to  further  intervene  and  enhance  capital  re- 
serves against  the  risk  associated  with  these  derivatives,  where 
there  is  no  such  intervening  capability  in  even  securities  or  in  in- 
surance, or  worse  yet,  pension  funds.  And  that  may  be  another  day 
of  discussion.  But  the  bill  deals  with  financial  marketplace  and 
their  ability  to  withstand  risk  as  generated  by  the  sale  of 
derivatives. 
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Thank  you,  Mr.  Chairman. 

The  Chairman,  The  time  of  the  gentleman  has  expired.  We  have 
another  panel  following  this,  and  they  have  been  waiting  patiently, 
and  one  of  the  panelists  has  a  time  limitation.  He  has  got  to  get 
out  of  here  by  1  o'clock.  So  I  urge  the  remaining  members  to  be 
as  brief  as  possible  in  questioning  Mr.  Bowsher. 

Mr.  Lazio. 

Mr.  DOOLEY.  Mr.  Chairman? 

The  Chairman.  Oh,  I  beg  your  pardon.  Mr.  Dooley. 

Mr.  Dooley.  Thank  you,  Mr.  Chairman.  I  just  would  like  to  fol- 
low up  on  some  of  the  concerns  of  Mr.  Watt  £ind  Mr.  Baker.  Again, 
referring  to  page  188 — when  we  are  talking  about  the  notional 
amounts  that  the  banks  and  some  of  the  security  firms  are  in- 
volved in  in  terms  of  participation  with  derivatives.  There  also 
were  comments  made  earlier  trying  to  differentiate  between  deriva- 
tives or  utilized  for  hedging  purposes  versus  speculative  purposes. 

And  it  is  difficult  to  differentiate  between  those  activities  within 
the  banks  now.  But  if  one  was  to  assume  that  banks  were  pri- 
marily utilizing  OTC  derivatives  in  order  to  hedge  and  to  provide 
greater  certainty  in  terms  of  interest  rate  exposures,  does  the  no- 
tional amounts  that  are  really  recorded  and  provided  on  page  188, 
is  that  really  an  accurate  gauge  of  a  potential  exposure?  Because 
the  exposure  is  just  the  interest  rate. 

Mr.  Bowsher.  No.  I  think  all  the  notional  value  does  give  you 
an  indication  of  what  the  total  activity  is  here  in  derivatives  and 
the  fact  that  it  has  been  rising  at  a  fairly  rapid  rate  gives  you  an 
indication  that  this  whole  area  is  growing  very  fast.  But  you  have 
to  get  behind  those  numbers  to  understand  your  risk,  and  that  is 
why  I  said  at  the  outset  here  that  the  notional  numbers  is  an  indi- 
cation of  the  total  activity,  but  not  the 

Mr.  Dooley.  It  really  nas  very  little  bearing  on  any  real  risk. 
There  has  been  some  allusion  to  the  potential  of  getting  into  the 
savings  and  loan  crisis.  Actually,  if  we  had  a  savings  and  loan  dur- 
ing the  rapid  increase  in  interest  rate  that  was  making  proper  use 
of  OTC  derivatives,  they  could  have  limited  the  exposure  of  tax- 
payers to  some  of  the  bailouts  if  they  were  utilizing  derivatives  to 
nedge;  would  that  not  be  correct? 

Mr.  Bowsher.  Somewhat.  I  don't  want  anybody  to  walk  away 
thinking  that  the  S&L  crisis  would  have  been  handled  successfully 
if  they  had  handled  derivatives.  But  it  could  have  helped  some  of 
them,  no  question  about  it. 

Mr.  Dooley,  I  guess  my  overall  concern  is  that  trying  to  identify 
what  the  real  problem  is,  and  I  think  that  I  woula  concur  with  a 
lot  of  people  that  we  need  to  have  the  disclosure  so  that  perhaps 
the  banks,  the  regulatory  agencies  can  differentiate  between 
derivatives  used  for  hedging  purposes  versus  those  used  for 
speculation. 

I  appreciate  your  comments. 

Mr.  Bowsher.  Thank  you. 

The  Chairman.  Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  I  will  try  and  keep  this 
brief. 

I,  too,  would  like  to  build  a  framework  around  this  so  that  every- 
body understands  it,  particularly  because  I  think  there  has  been  a 
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g^eat  deal  of  misinformation  with  respect  to  derivatives,  mostly  by 
the  weekly  magazines,  frankly.  Let  me  begin  by  asking  you  if— I 
think  you  have  probably  answered  this  in  a  number  of  different 
ways,  but  if  I  could  just  ask  you  clearly,  is  there  anything  that  this 
bill,  the  Gonzalez-Leach,  proposes  to  do  that  bank  regulators  can- 
not now  do  if  they  so  desired? 

Mr.  BowsHER.  A  lot  of  it  they  can  do  if  they  want  to  move  for- 
ward themselves,  but  it  also,  of  course,  is  the  same  in  the  private 
sector.  A  lot  of  the  private  sector  could  move  forward  on  many  of 
these  issues  too.  And  I  really  encourage  them  to  do  that.  But  one 
of  the  issues  that  you  have  to  be  concerned  about  is  consistency. 

In  other  words,  do  you  get  everybody — I  go  back  to  like  the 
Group  of  Thirty  report  where  they  said  that  some  people  were 
doing  this  best  practice  and  some  were  doing  this  bad,  but  we 
didnt  get  everybody  up  to  that  level.  And  the  big  thing,  too,  is  we 
have  to  verifV,  not  only  do  people  say  they  think  they  have  done 
it,  but  have  they  actually  done  it. 

Mr.  Lazio.  That  Group  of  Thirty  study,  by  the  way,  isn't  it  true 
that  a  lot  of  those  companies  that  were  not  in  conformity  were  out- 
side of  the  United  States  that  were  surveyed? 

Mr.  BowsHER.  Yes. 

Mr.  Lazio.  So  most  of  the  U.S.  companies  were  in  conformity? 

Mr.  BowsHER.  You  couldn't  tell. 

Mr.  BOTHWELL.  You  couldn't  tell. 

Mr.  Lazio.  I  don't  have  much  time,  so  I  just  want  to  ask  you  one 
question  which  I  think  is  important.  On  page  55  of  your  study,  you 
speak  to  credit  exposure,  which  I  think  is  the  most  important  ques- 
tion, not  notional  value  which  is  meaningless,  I  think,  frankly,  and 
just  scares  people  Eind  doesn't  help  in  terms  of  policy.  When  you 
talk  about  the  size  of  the  credit  exposures  for  derivatives  and  loans 
for  some  of  the  larger  money  center  banks,  are  you  using  gross 
numbers  or  are  you  using  net  numbers? 

Mr.  BowsHER.  I  would  like  Michael  Burnett  to  answer  that  ques- 
tion, if  I  could,  Mr.  Congressman. 

Mr.  Burnett.  These  are  the  gross  credit  exposures. 

Mr.  Lazio.  So  if  you  are  not  netting  it  out,  you  are  not  taking 
into  accoimt  netting  contracts,  you  are  not  correctly  reflecting  true 
credit  exposure  on  the  part  of  any  of  these  institutions. 

Mr.  Burnett.  Well,  we  couldn't  net  out  loan  exposures  either,  so 
what  we  tried  to  do  is  compare  apples  and  apples. 

Mr.  Lazio.  If  you  had  a  contract,  if  you  had  a  netting  contract 
where  on  one  end  you  would  be,  you  know,  one  of  the  institutions 
would  be  getting  5  apples  and  on  the  second  contract  getting  10  ap- 
ples, of  course,  it  would  be  a  net  wash.  But  if  you  are  just  counting 
the  first  situation  where  you  are  only  getting  the  five  apples  and 
you  are  including  that  in  the  number,  you  are  grossly  distorting 
what  the  credit  exposure  is  here. 

Mr.  Burnett.  Well,  I  don't  think  we  are  grossly  distorting  what 
the  credit  exposure  is  here.  There  are  two  things  you  need  to  know 
about  these  numbers. 

One  is,  you  can't  find  the  net  numbers  in  annual  reports  or  any- 
where else.  All  you  have  is  the  gross  credit  exposure  numbers  for 
1992. 
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Now,  reporting  is  getting  better,  and  in  1993  it  is  much  better. 
The  other  thing  is  that  we  asked  all  of  the  15  major  dealers  about 
their  net  credit  exposure  versus  their  gross  credit  exposure,  and  14 
of  them  responded,  but  we  couldn't  separate  out  their  responses  be- 
cause of 

Mr,  Lazio.  You  may  not  have  good  information,  but  these  num- 
bers are  not  accurate. 

Mr.  Burnett.  These  numbers  are  gross  credit  exposures  which 
are  the  only  numbers  that  are  available. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman. 

Mr.  BowsHER.  I  might  ask  Jim,  though,  to  mention  one  thing. 

Mr.  BoTHWELL.  Yes.  One  thing  I  think  we  are  not  getting  all  that 
right  is  the  assertion  that  the  credit  exposure  is  the  biggest  risk. 
That  is  not  at  all  clear.  Perhaps  the  much  more  fundamental  risk 
is  market  risk.  Someone  made  the  statement  that  the  only  thing 
the  dealers  have  at  risk  is  the  commission. 

That  is  not  at  all  true.  The  dealers  have  very  large  market  posi- 
tions that  they  are  taking  using  derivatives.  If  the  market  goes 
against  them,  they  have  a  potential  to  suffer  very  substantial 
losses.  The  losses  that  have  been  reported  recently  in  the  news- 
papers almost  daily  are  not  credit  losses,  they  are  market  losses, 

Mr,  Lazio.  But  even  using  your  numbers  and  your  report,  they 
are  less  than  2  percent.  It  is  not  the  notional  number. 

Mr.  BoTHWELL.  We  don't  have  any  number  in  our  report  on  mar- 
ket risk.  Market  risk  will  depend  upon  the  amount  that  you  have 
invested,  the  type  of  products,  and  your  portfolio.  That  could 
change  dramatically  in  a  single  day.  There  is  no  way  to  quantify 
market  risk  in  one  easy  measure.  You  can  quantify  credit  exposure, 
it  is  about  1.8  percent  of  notional.  Those  are  the  numbers  we  have. 
You  can't  report  market  exposures. 

Mr.  Lazio.  My  time  is  up.  Thank  you,  Mr.  Chairman. 

The  Chairman,  Ms,  Pryce, 

Ms,  Pryce,  I  will  pass. 

The  Chairman,  Thank  you.  Well,  Mr.  Bowsher  and  colleagues, 
thank  you  again  very  much.  I  will  have  some  questions  sent  in 
writing  and  not  take  up  your  time  now.  But  also  I  will  have  a  writ- 
ten request  to  pursue  one  or  two  matters  here  that  were  discussed 
earlier,  and  that  you  expressed  a  willingness  to  follow  through  on. 

But  thank  you  very  much. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  Bowsher.  Could  I  just  ask  one  other  favor,  Mr.  Chairman? 

The  Chairman.  Absolutely. 

Mr.  Bowsher.  And  that  is  that  the  International  Swaps  and  De- 
rivatives Association  put  out  a  paper  on  our  report.  We  have  put 
out  a  response  to  that,  and  if  I  could,  I  would  like  that  to  be  in- 
cluded in  the  record. 

The  Chairman.  I  wonder  if  you  would  give  it  to  us  and  without 
any  objection,  we  will  place  it  in  the  record  at  this  point. 

Mr.  Bowsher.  Thank  you  very  much. 

The  Chairman.  Both  the  swapper's  analysis  and  your  reply. 

Mr.  Bowsher.  And  our  reply.  Thank  you. 

The  Chairman.  Thank  you  again. 

[The  information  referred  to  can  be  found  in  the  appendix.] 


34 

Mr.  Watt.  Mr.  Chairman,  could  I  just  ask,  is  there  another  re- 
port in  the  works  in  followup  to  this  one  that  would  get  us  beyond 
the  end  of  1992,  or  is  there  something  else  coming  down  the  line 
in  followup  to  this  one? 

Mr.  BoTHWELL.  Mr.  Watt,  we  have  been  asked  by  the  Energy 
and  Commerce  Committee  to  look  at  sales  practices  and  the  deriva- 
tives market,  so  we  are  presently  staffing  up  that  question. 

Mr.  Watt.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  sir.  Thank  you  again. 

Our  next  panel,  final  panel,  consists  of  Mr.  Dennis  R.  Beresford, 
Chairman  of  the  Financial  Accounting  Standards  Board;  and  the 
preeminent  Henry  Kaufman,  the  president  of  Henry  Kaufman  and 
Co.,  Inc.;  and  Mr.  Eugene  H.  Rotberg,  former  Vice  President  and 
Treasurer  of  the  World  Bank. 

I  am  going  to  ask  our  distinguished  colleague,  the  minority  rank- 
ing member  of  the  Housing  Subcommittee,  which  I  also  chair,  Mrs. 
Roukema,  to  introduce  her  constituent.  I  understand  Mr.  Rotberg 
is  your  constituent. 

Mrs.  Roukema.  Thank  you,  Mr.  Chairman.  I  appreciate  that,  and 
I  do  apologize  to  all  of  those  on  the  panel  and,  certainly,  to  the 
chairman.  I  think  you  know  that  we  have  been  engaged  in  the 
issue  of  the  day  and,  unfortunately,  it  is  not  derivatives,  it  is  the 
Health  Care  bill  in  the  Education  and  Labor  Committee,  so  I  regret 
that  I  was  not  here  earlier. 

But  I  do  want  to  take  this  opportunity  to  welcome  Dr.  Kaufman. 
You  have  said  it  well,  he  is  a  preeminent  authority  in  the  field  of 
economics  and  investment.  He  is  also  a  specific  authority  on  the 
subject  of  derivatives,  and,  even  better  thsin  that,  he  is  a  constitu- 
ent of  mine  and  a  valued  counselor,  and  I  appreciate  his  acceding 
to  our  invitation  and  that  he  appears  here  today. 

I  don't  think  we  have  to  say  too  much  about  his  backgroimd.  He 
is  well-known  internationally,  and  he  served  for  26  years  as  man- 
aging director  of  the  Research  Department  at  Salomon  Brothers 
and  presently  has  his  own  company  in  New  York.  He  has  received 
numerous  awards,  and  I  will  not  go  into  them  except  to  say  that 
in  1987  he  received  the  George  Eckley  prize  for  Excellence  in  Eco- 
nomic Writing  fi-om  Columbia  Business  School. 

The  specific  reason  why  I  was  prompted  to  request,  Mr.  Chair- 
man, that  Dr.  Kaufman  be  invited  today  is  because  he  has  estab- 
lished an  outstanding  reputation,  both  nationally  and  internation- 
ally, as  an  expert  lecturer  on  this  issue  of  financial  derivatives,  and 
I  would  like  to  ask  unanimous  consent,  Mr.  Chairman,  that  the 
text  of  Dr.  Kaufman's  lecture,  which  he  delivered  last  October  to 
the  City  of  London  Conference  on  Derivatives,  if  that  could  be  in- 
cluded in  the  record  here  today. 

The  Chairman.  Without  objection,  it  is  so  ordered. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mrs.  Roukema.  Mr.  Chairman,  I  do  appreciate  the  courtesy  of 
having  Dr.  Kaufman  here  and  I  know  we  will  all  benefit  and  we 
will  be  a  lot  wiser  for  his  testimony.  Dr.  Kaufman,  I  thank  you  for 
appearing  here  today. 
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STATEMENT  OF  HENRY  KAUFMAN,  PRESmENT,  HENRY 
KAUFMAN  AND  CO^  INC. 

Mr.  Kaufman.  Well,  thank  you  very  much,  Congresswoman  Rou- 
kema.  It  is  the  nicest  introduction  I  have  ever  had  to  a  congres- 
sional hearing. 

Mr.  Chairman,  I  am  very  pleased  to  accept  your  invitation  to 
present  my  views  on  the  general  topic  of  financial  derivatives. 

My  fundamental  starting  point  is  that  financial  derivatives — ^for- 
wards, futures,  swaps,  options,  and  securities  embodying  options — 
are  just  one  part  of  the  far-reaching  structural  changes  in  our  fi- 
nancial markets  that  have  been  developing  over  the  past  few  dec- 
ades. As  such,  they  should  not  be  viewed  in  isolation.  This  new  fi- 
nancial world  is  characterized  by  widespread  securitization  of  cred- 
it; by  expanding  internationalization  of  borrowing,  lending,  and  in- 
vesting; by  unprecedented  volatility  in  the  prices  of  financial  as- 
sets; by  tne  decline  in  the  relative  position  of  traditional  institu- 
tional lenders  and  investors  who  tended  to  buy  and  hold;  and  by 
the  emergence  of  what  I  call  "hi-octane"  portfolio  managers  who 
are  willing  to  use  greater  leverage  to  achieve  greater  returns;  and 
by  impressive  expansion  of  mutual  funds,  many  of  which  employ 
derivatives  directly  or  require  securities  embodying  derivatives; 
and  by  a  persistent  blurring  of  the  lines  between  different  types  of 
financial  institutions. 

Now,  from  the  perspective  of  public  policy,  I  have  long  felt  that 
official  regulators  of  financial  institutions  have  been  slow  in  coming 
to  grips  with  the  implications  of  this  new  financial  world  for  the 
safety  and  soundness  of  the  financial  system.  That  is  mainly  be- 
cause the  present  regulatory  system  is  out  of  date  and  is  not  in 
tune  with  the  institutional  and  structural  changes  that  have  taken 
place.  It  is  not  primarily  because  of  financial  derivatives,  per  se. 

Now,  my  strongly  held  view  is  that  changes  in  regulatory  policies 
covering  financial  derivatives  ought  to  be  considered  only  in  the 
context  of  an  across-the-board  review  and  reform  of  the  structure 
of  the  official  supervision  and  regulation  of  the  financial  markets 
and  institutions. 

Now,  let  me  summarize  the  main  points  that  I  developed  in  some 
detail  in  my  written  document  to  you. 

What  really  is  new  and  potentially  troublesome  are  those  finan- 
cial derivatives  either  that  have  changed  the  behavior  of  the  under- 
lying financial  markets  or  that  have  introduced  novel  and  not  fully 
understood  risks  into  the  system.  Financial  futures  on  equities  and 
government  bonds  meet  this  test,  because  they  introduce  greater 
sjrmmetry  in  position  taking.  They  make  it  just  as  easy  to  go  short 
stocks  or  bonds  as  to  go  long.  And  they  also  introduce  phenomenal 
leverage  into  the  system  and  consequently  complicate  the  measure- 
ment, monitoring,  and  the  control  of  credit  risks. 

Interest  rate  swaps  have  also  had  a  profound  influence  on  the 
functioning  of  vmderlying  credit  markets.  Virtually  unknown  a 
dozen  years  ago,  interest  rate  swaps  have  mushroomed.  In  the 
process,  the  basic  business  has  been  learned  by  nearly  all  signifi- 
cant financial  institutions  and  companies  in  every  developed  coun- 
try, and  quite  a  few  emerging  markets  as  well.  Not  surprisingly, 
profit  margins  in  arranging  simple  interest  rate  swaps  have  been 
squeezed. 
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Naturally,  the  market  has  not  stood  still.  One  way  to  sustain 
profitability  is  to  construct  longer  maturity  swaps  and  forward  rate 
agreements  with  less  creditworthy  counterparties,  both  of  which 
expose  dealers  and  eventually  the  markets  at  large  to  more  risk. 

However,  the  main  adjustment  market  participants  have  made  is 
to  become  more  active  in  originating,  packaging,  and  marketing  a 
burgeoning  array  of  financial  options.  They  range  from  puts  and 
calls  on  shares  of  individual  companies,  equity  indexes,  government 
bonds,  bond  and  stock  futures,  currencies,  and  commodities,  to  in- 
'  terest  rate  caps,  floors  and  collars,  to  a  whole  class  of  hybrid  in- 
struments combining  futures,  swaps,  and  options  and  to  an  emerg- 
ing category  of  contingent  options,  where  payoffs  are  a  function  of 
multiple  conditions  taking  hold. 

Writing  over-the-counter  options,  particularly  the  more  com- 
plicated ones,  is  a  very  different  business  from  the  traditional  ac- 
tivities of  a  bank  or  a  securities  firm.  These  instruments  are  dif- 
ficult to  evaluate,  particularly  when  the  volatility  of  financial  as- 
sets is  itself  so  volatile. 

Moreover,  because  originating  financial  options  creates  risks  that 
cannot  be  perfectly  hedged,  the  resulting  risks  normally  have  to  be 
managed  through  a  process  of  dynamic  hedging.  But  this  can  be 
done  only  inexactly,  and  even  then  with  the  guidance  of  extraor- 
dinarily complex  computerized  models  which  themselves  are  not  in- 
fallible. Those  models  are  needed  for  several  critical  functions:  Pric- 
ing of  complex  options,  or  securities  and  swaps  with  embedded  op- 
tions; identification  of  exposures;  evaluation  of  positions  under 
changing  circumstances — now  known  to  the  trade  as  "stress  test- 
ing" and  portfolio  risk  management.  But  no  one  knows  how  robust 
the  models  are  to  unusual  market  developments,  how  they  might 
breEik  down  and  what  consequences  a  breakdown  would  bring 
about. 

Options-writing  by  banks,  security  firms,  and  other  financial  in- 
stitutions is  barely  a  decade  old,  so  it  is  as  yet  untested  W  a  num- 
ber of  difficult  scenarios,  most  importantly,  a  period  of  extreme 
monetary  policy  stringencies. 

I  next  want  to  emphasize  that  it  is  an  error  to  ignore  securitized 
credits  in  which  there  are  embedded  options  or  other  financial  de- 
rivatives. For  instance,  the  Greneral  Accounting  Office  in  their  oth- 
erwise useful  study  of  financial  derivatives,  specifically  excluded 
such  instruments  from  their  analysis.  The  largest  class  of 
securitized  credits  are  in  the  mortgage  area,  notably  collateralized 
mortgage  obligations.  Because  of  the  explicit  call  protection  con- 
tained in  a  standard  home  mortgage,  all  mortgage-related  securi- 
ties have  some  option-related  risks.  Some  CMO  tranches  are  excep- 
tionally sensitive  to  even  the  slightest  changes  in  mortgage  prepay- 
ment patterns  and  interest  rate  levels.  They  are  best  understood  as 
highly  leveraged  financial  derivatives  rather  than  extraordinary 
credit  instruments.  And  this  renders  them  difficult  to  evaluate  and 
to  hedge,  leads  to  spasms  of  illiquidity  in  the  marketplace,  and 
makes  it  impossible  to  get  a  valid  mark-to-market  quote.  And  this 
has  been  vividly  demonstrated  in  the  market  this  year. 

To  take  this  one  step  farther,  while  financial  derivatives  are  em- 
bodied in  securitized  credit  instruments,  there  is  no  direct  mecha- 
nism for  hedging  the  associated  risks.  Therefore,  when  pressure 
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arises,  say,  in  the  mortgage  security  sector  or  in  the  market  for 
securitized  credits  of  less  developed  countries  cause  liquidity  to  dry 
up  in  those  particular  markets,  the  pressures  are  bound  to  ricochet 
throughout  the  entire  marketplace.  As  investors  and  dealers  seek 
to  protect  themselves  from  further  erosion  in  values,  they  usually 
turn  to  the  most  liquid  markets,  especially  derivatives  on  U.S. 
Treasuries  or  Treasury  futures.  The  inevitable  consequence  is  in- 
creased volatility  of  bond  prices  and  yields. 

Now,  a  number  of  issues  have  been  raised  about  the  implications 
of  rapid  growth  of  derivatives  both  on  individual  firms  and  overall 
on  the  financial  system.  Let  me  briefly  comment  on  them. 

One,  market-making  versus  proprietary  trading:  What  is  the  real 
source  of  profitability  in  financial  derivatives?  No  outsider  really 
knows. 

The  principal  market  makers  in  financial  derivatives  uniformly 
describe  their  business  as  helping  their  clients  meet  their  perceived 
needs  for  risk  management  products.  They  intimate  that  much  of 
their  profitability  stems  from  fulfilling  that  function.  Yet,  they  also 
concede  that  their  traders  take  siz£^le  positions  for  the  institu- 
tion's own  account. 

The  issue  is  to  what  extent  and  how  often  the  risk  exposure 
taken  by  financial  institution  should  be  subjected  to  the  scrutiny 
of  agencies. 

A  second  issue.  Marking  to  market.  Here  we  have  limitations 
and  considerable  consequences.  Marking  to  market  is  the  key  in- 
gredient in  the  measuring  and  controlling  risk,  calculating  profit 
and  loss,  and  evaluating  performance.  Even  under  normal  condi- 
tions, it  is  not  a  cut  and  dried  process.  In  volatile  markets,  liquidity 
may  suddenly  disappear  as  many  dealers  withdraw  from  active 
participation.  Under  those  circumstances,  marking  to  market  may 
be  practically  impossible  for  many  securitized  assets  and  derivative 
instruments.  Why  is  this  so? 

First,  the  price  of  the  last  trade  may  be  completely  invalid  in 
rapidly  moving  markets.  Second,  the  price  that  a  dealer  is  prepared 
to  quote  may  be  a  little  bit  more  than  an  indication  of  what  the 
security  or  option  is  worth,  not  the  price  at  which  the  dealer  is  pre- 
pared to  trade.  In  a  disturbed  market,  another  dealer  may  quote, 
on  that  same  indications-only  basis,  a  wildly  different  price.  For 
the  institution  trying  to  mark  to  market  that  position — for  exam- 
ple, a  mutual  fund  or  a  retirement  fund — there  is  no  reliable  arbi- 
ter or  where  the  "true"  price  is.  And  third,  the  price  quoted  may 
be  invalid  for  trading  only  a  small  amount,  and  not  the  full  amount 
that  the  investor  has  in  its  portfolio.  And  finally,  the  assumptions 
used  by  a  dealer  in  providing  a  price  for  an  existing  OTC  option 
may  be  highly  questionable  and  marking  to  market  that  option  po- 
sition is  not  really  verifiable  with  other  dealers. 

But  an  inability  to  mark  to  market  undermines  risk  manage- 
ment. It  raises  questions  about  whether  market  participants  are 
genuinely  able  to  monitor  all  of  their  outstanding  risk  exposure. 
How  can  that  be  true  when  absolute  control  requires  flawless 
marking  to  market  and  that  degree  of  exactitude  cannot  be  ob- 
tained when  the  underlying  market  becomes  illiquid  and  the  avail- 
ability of  accurate  pricing  evaporates. 
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Another  issue  is  measurement  and  control  of  credit  risk.  A  large 
portion  of  the  risk  entailed  in  financial  derivatives  stems  from  mar- 
ket exposures;  that  is,  going  long  or  short  bonds,  stocks  and  cur- 
rencies, commodities,  or  something  else,  and  being  exposed  to  ad- 
verse movements  in  asset  prices.  But  old-fashioned  credit  risks  are 
not  absent.  Thus,  continuous  credit  evaluation  based  on  independ- 
ent credit  judgments  is  indispensable.  The  credit  judgments  that 
may  matter  most  relate  to  exposures  resulting  from  transactions 
with  new  types  of  organizations,  such  as  leverage  funds,  for  which 
conventional  credit  ratings  are  inapplicable,  or  with  subsidiaries  of 
nonfinancial  corporations  which  may  have  a  complex  and  not  en- 
tirely unambiguous  relationship  with  the  parent. 

A  fourth  issue  concerns  the  proper  role  of  corporate  treasury 
function.  The  proper  role  of  a  corporate  treasury  function  of  a  non- 
financial  corporation  has  long  been  debated.  All  must  be  able  to  ac- 
complish multiple  tasks:  Overseeing  the  company's  balance  sheet; 
arranging  new  financing;  managing  cash-flows;  and  protecting 
against  sudden  drops  in  income.  These  conventional  financial  ac- 
tivities can  sometimes  be  carried  out  more  effectively  by  making 
prudent  use  of  financial  derivatives. 

What  is  at  issue  is  whether  the  corporate  treasury  function 
should  be  treated  as  a  profit  center,  with  the  mandate  to  trade  se- 
curities, currencies,  and  derivatives  dynamically,  in  order  to  en- 
hance the  corporation's  overall  rate  of  return. 

A  fifth  issue  is  financial  reporting  and  disclosure.  Concerns  about 
financial  derivatives  might  be  allayed  by  more  sunshine  on  the  size 
of  the  markets  and  the  type  of  exposure  being  carried.  But  the  data 
now  available  falls  short  of  what  is  needed. 

And  sixth,  there  is  the  question  of,  do  derivatives  lessen  or  accen- 
tuate the  financial  cycle?  Proponents  of  derivatives  tend  to  argue 
that  derivatives  don't  create  or  diminish  risk  in  the  aggregate.  My 
view  is  that  financial  derivatives  do  have  a  net  impact  on  the  func- 
tioning of  the  credit  system,  and  it  is  not  necessarily  felicitous. 
They  permit  greater  leverage  in  the  system,  and  thus  pose  a  real 
challenge  for  the  conduct  of  monetary  policy.  That  is  because  in- 
struments such  as  interest  rate  swaps,  like  the  earlier  innovations 
of  floating  rate  financing,  enable  a  marginal  credit  to  stay  in  the 
market  longer  than  would  otherwise  be  the  case.  This  ultimately 
prolongs  the  upswing  of  the  cycle.  When  economic  activity  eventu- 
ally ebbs,  the  downward  adjustment  is  all  the  more  abrupt  and  dis- 
ruptive. Since  the  typical  payer  of  a  fixed  rate  in  the  interest  rate 
swap  is  ordinarily  the  weaker  credit,  it  does  not  get  the  benefit  of 
the  subsequent  decline  in  short-term  rates  that  cushions  the  im- 
pact for  the  floating  rate  borrower.  So  monetary  policy  needs  to  be 
more  accommodative  for  a  longer  period,  which  could  tend  to  exag- 
gerate the  amplitude  of  the  cycle. 

Now,  I  want  to  briefly  turn  to  the  specific  provisions  of  H.R.  4503 
and  make  just  a  few  quick  comments.  I  was  happy  to  see  that  a 
number  of  these  provisions  of  the  bill  closely  parallel  some  of  the 
recommendations  that  I  have  made  in  the  past  years.  For  example, 
one  provision  rightly  asks  regulators  to  work  together  to  establish 
principles  and  standards  relating  to  such  matters  as  capital,  ac- 
counting, and  disclosure. 
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Another  provision  invites  regulators  to  consider  what  additional 
data  they  need  to  meet  their  responsibilities. 

Now,  the  major  reason  whv  I  part  company  with  the  bill  is  its 
narrow  focus.  It  does  not  deal  with  the  fundamental  point  that  the 
problem  for  the  financial  system  is  not  derivatives,  per  se,  but  the 
sweeping  changes  in  the  structure  of  financial  institutions  and 
markets  that  have  made  our  overall  system  a  financial  supervision 
and  regulation  obsolete.  Therefore,  truly  beneficial  initiatives  for 
reform  must  go  beyond  dealing  with  the  expansion  of  derivatives 
activity  by  depository  institutions  and  confront  every  aspect  of  mar- 
ket and  institutional  changes. 

In  previous  congressional  testimony  and  elsewhere,  I  have  made 
a  number  of  proposals  for  better  aligning  official  financial  super- 
vision and  regulation  to  the  new  financial  world.  My  recommenda- 
tions can  be  briefly  summarized  as  follows. 

First,  since  the  new  financial  structure  cuts  across  traditional  in- 
stitution demarcations,  we  need  to  bring  together  banking,  securi- 
ties, and  insurance  regulators  so  that  they  can  reach  an  agreement 
on  standards — accounting  standards,  disclosure  standards,  and 
trading  standards.  International  harmonization  is  also  required,  so 
that  currently  large  differences  from  country  to  country  can  be 
reduced. 

Second,  regulatory  coverage  must  be  extended  to  those  financial 
institutions  that  are  now  effectively  unregulated,  such  as  finance 
companies. 

Third,  securitization  needs  to  be  brought  explicitly  under  the  reg- 
ulatory system. 

Fourth,  further  work  is  needed  in  the  area  of  capital  standards. 
We  still  lack  a  common  approach  to  evaluating  market  risks  and 
the  risks  associated  with  off-balance  sheet  activities. 

Fifth,  as  consolidation  of  financial  institutions  proceeds,  it  is  in- 
evitable that  there  will  be  a  need  to  have  international  agreements 
on  the  investment  powers  of  universal  banks  and  the  potential  for 
undesirable  conflicts  of  interest  as  more  financial  institutions  play 
the  dual  roles  of  lender  and  shareholder. 

And  sixth,  these  and  many  other  issues  that  flow  from  the  great- 
er internationalization  and  complexity  of  finance  cannot  be  dealt 
with  without  an  ongoing  institutional  capacity.  I  have  long  believed 
that  the  most  promising  approach  would  be  to  constitute  a  new 
international  institution,  consisting  of  central  bank,  other  govern- 
mental, and  private  sector  representatives,  to  serve  as  the  focal 
point  for  a  necessary  regulatory  harmonization. 

So  while  I  applaud  the  high  objectives  of  H.R.  4503,  I  cannot  sup- 
port the  bill  in  its  entirety,  because  its  narrow  focus  on  depository 
institutions  does  not  correspond  with  the  marketplace  that  is  now 
quickly  evolving. 

Therefore,  Mr.  Chairman,  I  would  like  to  propose  that  the  Con- 
gress and  the  administration  jointly  establish  a  national  commis- 
sion on  the  financial  system  to  conduct  a  thorough  examination  of 
the  changes  in  the  structure  of  financial  institutions  and  markets 
and  the  implications  for  the  legal  and  regulatory  framework  under 
which  financial  institutions  and  markets  should  operate  in  the  21st 
century.  This  commission  should  be  comprised  of  Members  of  Con- 
gress, senior  administration  officials,  current  and  former  regulatory 
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officials,  and  participants  in  the  private  financial  markets.  It 
should  be  charged  to  work  together  with  similar  groups  in  other 
major  industrial  countries  with  multinational  financial  institutions 
and  the  private  sector. 

There  may  be  other  mechanisms  to  bring  about  a  comprehensive 
overhaul  of  the  financial  regulatory  structure,  and  they  also  should 
be  considered.  But,  Mr.  Chairman,  I  worry  about  the  consequences 
of  delay:  More  volatility  in  the  value  of  financial  assets 

The  Chairman.  Mr.  Kaufman,  will  you  yield  to  me?  Pardon  the 
interruption.  We  have  about  2  minutes  to  record  a  vote.  We  will 
be  right  back  as  soon  as  we  record  the  vote.  There  will  be  another 
vote  right  afler,  but  that  is  a  5-minute. 

[The  prepared  statement  of  Mr.  Kaufman  can  be  found  in  the 
appendix.] 

[Recess.] 

The  Chairman.  The  committee  will  please  come  to  order. 

The  reason  I  came  back  was  to  check  with  our  distinguished  pan- 
eHsts,  some  of  whom,  like  Mr.  Rotberg,  I  know  has  a  time  factor, 
and  I  know  that  1  o'clock  was  supposed  to  be  your  limit.  Here  is 
the  problem.  We  have  what  never  is  anticipated  in  the  legislative 
process,  and  we  have  some  unpredicted  developments  with  the  Ap- 
propriation bill  that  the  House  is  considering,  so  we  can  expect  an- 
other vote  signal  in  about  10  minutes. 

What  I  wanted  to  do  was  extend  the  courtesy  to  the  panelists 
who  have  been  very  patient  and  most  helpful  to  this  committee  to 
ascertain  exactly  what  your  constraints  are  as  to  time.  I  know  Mr, 
Rotberg  had  originally  1  o'clock  and  he  has  been  kind  enough  to 
extend  that,  so  if  there  is  no  objection,  Mr.  Beresford,  why  don  t  we 
recognize  Mr.  Rotberg  first? 

STATEMENT  OF  EUGENE  H.  ROTBERG,  FORMER  VICE 
PRESroENT  AND  TREASURER,  WORLD  BANK 

Mr.  Rotberg.  Thank  you  very  much,  Mr.  Chairman.  I  will  not 
take  more  than  10  minutes. 

My  name  is  Eugene  Rotberg.  First,  let  me  express  my  apprecia- 
tion for  being  asked  to  testify  with  respect  to  matters  dealing  with 
the  derivatives  markets.  And  I  ask  to  be  incorporated  into  this 
record  remarks  I  gave  recently  to  the  National  Association  of  Cor- 
porate Treasurers  entitled  'The  Only  Perfect  Hedge  is  in  a  Japa- 
nese Garden." 

The  Chairman.  Certainly.  Without  objection,  it  will  be  placed  in 
the  record. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  Rotberg.  Thank  you.  For  purposes  here,  let  me  just  try  to 
focus  on  why  this  subject  matter  has  caused  a  lot  of  stress  and  why 
it  is  likely  to  continue  to  do  so.  I  believe  it  is  a  peculiar  combina- 
tion of  five  unique  and  potentially  dangerous  circumstances,  and 
indeed  they  may  explain  in  part  and  answer  some  questions  which 
were  already  raised  Why  is  this  business  different  from  all  other 
businesses? 

First,  derivatives  simply  can  be  used  to  leverage  risk,  interest 
rate  risk,  currency  risk,  share  prices,  without  putting  up  a  lot  of 
money.  Perhaps  as  much  as  100-to-l.  That  is  a  difference.  That 
simply  means  that  during  a  period  of  volatility,  losses  or  gains  are 
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magnified  potentially  manyfold.  And  the  leverage  may  be  asymmet- 
ric. That  means  that  the  potential  gains  might  be  limited,  while 
the  losses  can  be  multiples  of  the  m£tximum  gain. 

Second,  current  accounting  conventions  currently  mask  error, 
risk,  and  mistakes.  They  have  not  been  designed,  understandably, 
as  risk  management  tools.  They  have  tax  consequences,  which  may 
be  one  of  the  reasons  why  it  has  been  so  difficult  to  establish  a 
comprehensive  set  of  conventions  for  accounting  purposes  which 
can  also  be  used  for  risk  management.  But  I  am  sure  my  friends 
at  the  FASB  will  comment  more  on  that. 

But  the  underlying  truth  is,  as  Henry  Kaufman  indicated,  gen- 
erally there  are  a  lot  of  derivatives  which  are  not  mark  to  market. 
Some  are  unmarkable.  We  don't  know  their  value;  their  value  is 
unknowable.  In  certain  transactions,  mistakes  can  be  hidden  be- 
cause accounting  conventions  don't  record  them.  There  is,  there- 
fore, too  often,  not  enough  reality  testing. 

We  pretend  that  a  rolling  loan  gathers  no  loss.  We  pretend  that 
if  a  triggering  event  occurs  in  a  different  time  period,  the  loss  can 
be  delayed,  and  when  losses  can  be  delayed,  greater  risks  are 
taken. 

The  third  aspect  which  makes  derivatives  different:  Senior  man- 
agers are  rarely  as  informed  as  their  traders,  and  legislation  is  not 
likely  to  make  them  so.  Senior  management  is  typically  unaware 
of  the  technical  operations  of  financial  engineers.  Worse,  they  are 
often  afraid  to  ask. 

And  I  think  we  must  admit  to  the  fact  that  there  is  a  good  deal 
of  underlying  hostility  to  financial  superstars,  to  mathematicians, 
and  to  physicists.  Senior  management  often  believes  that  these  fi- 
nancial engineers  are  too  young,  they  are  too  smart,  they  are  too 
overpaid,  they  have  too  much  control,  they  know  what  to  hide,  too 
often  they  know  how  to  hide  it.  And  management  is  not  up  to  nor 
trained  in  the  intricacies  of  convexity  or  volatility. 

The  net  result  is  obvious.  Reports  are  inadequate  and  super- 
vision is  thin.  And  worse,  most  of  us  have  great  difficulty  in  admit- 
ting the  simple  truth  that  often  those  who  report  to  us  know  more 
than  we  do.  That  is  a  recipe  for  potential  disaster  and  that  also 
makes  derivatives  different. 

In  the  "Group  of  Thirty"  study,  however,  there  is  some  good 
news.  Fifty-seven  percent  of  senior  managers  had  serious  or  some 
concern  over  their  own  risk  management  systems,  71  percent  had 
serious  or  some  concern  over  the  complexity  of  the  instruments  in 
their  firm,  89  percent  over  illiquidity. 

Fourth:  Many  products,  and  this  has  been  touched  on  by  other 
witnesses  and  commentators  this  morning  and  elsewhere,  particu- 
larly over-the-counter  derivatives  and  aspects  of  the  mortgaged- 
bacfeed  market  are  idiosyncratic,  ad  hoc,  unpublicized,  illiquid.  And 
I  will  at  the  end  of  my  comments  briefly  tell  how  that  could  affect 
S&Ls  in  every  single  constituency  of  the  members  of  this  commit- 
tee. That  means  that  those  illiquid  instruments  are  difficult,  if  not 
impossible,  to  price  or  value.  It  means  if  these  instruments  have 
been  held  as  collateral,  there  may  be  no  buyers  in  the  event  of  a 
forced  sale,  or  the  spread  between  the  buyer  and  seller  could  be  so 
wide — ^that  is  what  Dr.  Kaufman  referred  to  as  uncertain  pricing — 
that  even  a  hedge  is  ineffective.  It  means  that  a  dealer  who  holds 
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such  instruments  may  have  to  sell  to  protect  itself  instead,  say,  by 
selling  plain  vanilla  U.S.  Government  bonds  in  very  large  amounts 
to  protect  itself,  and  that  is  precisely  what  has  happened  in  the 
last  month.  That  complicates  Federal  Reserve  responsibilities,  be- 
cause the  illiquid  instruments  that  they  were  holding  were 
unsalable  and  they  had  to  sell  U.S.  Government  bonds  to  protect 
themselves. 

Fifth  and  finally,  the  relationship  between  the  banker  and  the 
other  side  of  the  transaction  is  typically  unclear  at  best  and  pos- 
sibly adversarial. 

We  have  heard  a  lot  of  talk  this  morning  about  "concentration." 
There  are  only  13  dealers  with  80-90  percent  of  the  business. 
Three  insurance  companies,  five  securities  firms,  and  five  banks. 
And,  therefore,  there  is  a  rather  manageable  "problem."  To  the  con- 
trary, they  are  the  sellers  of  the  derivatives.  The  buyers  are  in 
every  single  county  represented  by  every  Congpressman  sitting  on 
this  committee  and  every  committee  in  this  House.  That  is  who  is 
taking  the  risk,  not  just  the  intermediaries,  but  also  the  end  users. 

Whatever  that  responsibility  is,  to  clarify  that  relationship  be- 
tween the  banker-dealer  or  securities  dealer  and  the  end  user  to 
talk  about  stress  modeling,  one  thing  is  sure,  the  end  user  rarely 
asks.  It  should. 

Eight  years  ago,  in  September  1984,  I  gave  a  speech  entitled,  "Be 
on  Guard  in  the  Glittery  World  of  Financial  Innovation."  I  wrote 
8  years  ago  as  follows:  Quote:  "Many  new  instruments  have  devel- 
oped because  of  peer  pressure;  they  are  poorly  priced  with  little 
academic  or  market  rationale.  Most  innovations  have  uncertain 
economic  benefit — ^they  typically  involve  a  sharing  of  unknown 
risks  for  unknown  benefit  at  a  price  which  is  simply  market  clear- 
ing. There  is  also  a  herd  instinct  by  intermediaries,  issuers,  and  in- 
vestors. There  is  competitive  pressure  to  simply  execute  the  latest 
instrument  for  a  client  or  to  create  the  next  one,  whether  or  not 
it  makes  sense. 

"Senior  managers  and  their  regulators  will  find  it  a  challenge,  to 
say  the  least,  to  find  out  what  is  going  on  and  whether  it  m.akes 
sense.  But,  unfortunately,  I  suspect,  wisdom  ex  post  will  likely  be 
measured  by  an  accounting  convention."  Unquote. 

Little  has  changed  since  then, 

Si^und  Freud  would  have  been  a  wonderful  witness  at  this 
hearing.  He  would  have  explained  the  use  of  derivatives  as  denial 
and  rationalization.  We  pretend  that  we  are  doing  one  thing  when 
we  all  know  that  we  mean  to  be  doing  precisely  the  opposite  and 
something  else.  He  would  have  said  that  the  relationship  between 
the  banker  and  its  client  is  one  of  ambivalence  and  reliance  on  the 
father  figure  banker.  He  would  have  said  that  the  use  of  account- 
ing conventions  is  essentially  repression  and  the  absence  of  reality 
testing.  The  work  environment  is  the  pain/pleasure  principle,  take 
the  benefit  now,  for  future  damage,  let  someone  else  later  pick  up 
the  pieces;  leveraging  and  doubling  our  bets,  which  is  endemic  in 
the  derivatives  markets,  as  an  example  of  counterphobic  behavior; 
termination  therapy,  that  is  what  happens  when  the  CFO  and  the 
treasurer  get  caught.  And,  of  course,  transferrence,  how  the  trader 
seeks  to  shift  responsibility  to  his  or  her  supervisor  when  the 
string  finally  runs  out. 
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I  have  some  comments  with  respect  to  H.R.  4503.  They  are  in  my 
written  comments  and  you  will  see  them  there,  and  I  won't  repeat 
them  here. 

That  brings  me  to  my  last  point,  and  to  my  mind,  the  most  im- 
portant point  I  am  going  to  make  this  morning.  Frankly,  I  think 
we  have  had  enough  essays,  surveys,  studies,  green  books,  Basle 
guidelines,  newspaper  articles,  international  studies  about  credit 
risks,  market  risk,  basis  risk,  legal  risk,  event  risk,  operational 
risk.  They  are  all  fine  studies  and  so  will  be  the  future  ones, 
whether  tney  are  mandated  by  legislation  or  done  voluntarily.  But, 
frankly,  they  all  read  like  a  cross  between  a  graduate  school  thesis 
at  best,  and  a  public  policy  consultant's  think-piece. 

We  are  writing  essays  without  really  knowing,  in  a  systematic 
fashion,  how  the  market  works.  We  need  far  more  precise  day-to- 
day market  information  on  who  does  what,  how  is  it  financed,  to 
whom  is  the  instrument  sold,  how  does  a  banker  or  dealer  pass  on 
its  risks,  how  is  leverage  actually  accomplished;  what  is  an  embed- 
ded option? 

The  time  is  now,  I  suggest,  for  a  special  study,  under  oath,  with 
subpoena  power,  conducted  independently,  reporting  directly  to  this 
Congress,  with  such  commentary  by  the  Federal  Reserve,  the 
Treasury,  the  Comptroller  of  the  Currency,  the  SEC,  the  CFTC,  the 
FASB,  and  anybody  else  who  would  like  to  comment  on  the  ulti- 
mate analysis  and  conclusions  of  the  study. 

The  current  Chairman  of  the  SEC;  and  the  Chairwoman- 
designate  of  the  CFTC  should  designate  a  director  of  the  study  and 
then  let  that  director  staff  the  study  with  SEC  people.  Fed  people, 
Comptroller  of  the  Currency  people,  CFTC  people,  and  as  many  ex- 
perts who  are  in  the  market  as  they  can,  with  subpoena  power. 

Frankly,  I  do  not  believe  we  will  find  out  how  the  market  really 
works  without  such  a  study. 

Why  subpoena  power?  Let  me  remind  this  committee  that  at  the 
time  of  the  Salomon  Brothers  affair,  almost  3  years  ago,  which  had 
many  of  the  elements  which  are  the  subject  matter  of  this  hearing, 
no  securities  firm  would  voluntarily  testify  before  that  committee 
about  their  operations  in  the  REPO  or  government  securities  mar- 
ket. That  hearing  was  just  on  how  they  operate  their  government 
bond  market  and  financed  their  positions.  Nor  will  they  do  so 
frankly  and  fully  about  derivatives  in  response  to  a  letter  from  the 
Secretary  of  the  Treasury  or  the  Chairman  of  the  Federal  Reserve. 
They  will  under  oath,  and  that  is  the  way,  I  believe,  to  develop  a 
body  of  knowledge  in  this  particular  area  at  this  time. 

Tne  alternative,  frankly,  is  to  rely  on  grand  juries,  SEC  inves- 
tigations after  the  fact,  class  action  lawsuits,  and  surveys. 

I  can  only  repeat  the  same  recommendation  that  I  made  3  years 
ago  at  the  time  of  this  Salomon  Brothers  matter.  Only  this  time  I 
thought  that  I  would  do  something  else.  I  will  simply  note  in  con- 
clusion, by  way  of  example,  five  specific  matters,  almost  chosen  at 
random,  which  in  fact  have  not  yet  been  publicized,  which  you  have 
not  yet  read  in  the  newspaper,  bat  which  are  indicative  of  what  we 
do  not  know  about,  except  in  a  very  superficial  and  uncoordinated 
fashion. 

One,  U.S.  Federal  agencies,  Fannie  Mae  and  Freddie  Mac,  issue 
structured  finance  paper  in  which  the  agency  understandably  ob- 
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tains  a  lower  cost  than  "straight  vanilla"  bond  issues.  But  some- 
where down  the  line,  after  the  agency  has  hedged  its  risk  in  a  per- 
fectly appropriate  manner,  a  small,  rather  unsophisticated  S&L 
usually  in  the  South  or  a  pension  fund,  the  buyer  of  the  paper,  in 
return  for  a  temporary  pickup  in  yield,  may  end  up  with  a  zero 
rate  of  return  over  time  if  interest  rates  in  the  United  States  rise, 
because  of  an  embedded  option  in  that  paper  which  works  to  the 
buyer's  disadvantage.  That  is  what  S&Ls  are  buying  now. 

What  is  the  issuer's  responsibility?  What  is  the  banker's  respon- 
sibility? What  is  ohe  instrument's  liquidity?  In  my  view,  S&Ls  will 
yet  again  be  at  risk.  While  there  is  no  real  credit  risk,  the  issuer 
is  AAA  loan.  These  are  exempt  securities,  in  fact,  under  the  Securi- 
ties Acts.  There  is  a  lot  of  asymmetrical  market  risk.  It  is  lever- 
aged market  risk  and  it  is  taken  by  institutions  whose  deposits  are 
guaranteed  by  Federal  authority.  While  they  are  not  putting  credit 
sensitive  paper  on  their  books,  they  are  putting  on  complex  and  il- 
liquid products  whose  value  sharply  erodes  in  response  to  changes 
in  interest  rates. 

Second:  The  effects  of  illiquid  collateral,  particularly  in  the 
mortgaged-backed  market,  and  its  effect  on  the  U.S.  straight  bond 
market,  something  that  Dr.  Kaufman  alluded  to,  when  small 
changes  in  interest  rates  are  magnified  when  the  collateral  can't  be 
sold,  and  when  you  can't  sell  the  collateral,  the  government  bond 
market  absorbs  the  selling  pressure. 

Third,  equity  swap  positions  of  commercial  banks.  To  what  ex- 
tent are  commercial  banks  now,  through  the  use  of  derivative  prod- 
ucts, taking  substantial  positions  in  stock  markets  domestically 
and/or  in  foreign  stock  markets  with  a  currency  risk? 

Fourth 

The  CHAraMAN,  Mr.  Rotberg,  I  am  almost  sure  this  is  a  5-minute 
vote  so  I  will  have  about  1  minute  to  get  over  there,  and  we  will 
be  right  back. 

Mr.  RotBERG.  OK. 

[Vote  recess.] 

The  Chairman.  The  committee  will  come  to  order. 

And  again,  we  apologize  very  much  for  these  interruptions. 

Mr.  Rotberg. 

Mr.  Rotberg.  Shall  I  continue? 

The  Chairman.  Yes,  sir. 

Mr.  Rotberg.  Thank  you. 

I  was  on  the  third  point  of  matters  which  I  believe,  by  way  of 
example,  needed  independent  study  imder  subpoena  power.  Equity 
swap  positions  of  commercial  banks.  To  what  extent  are  banks, 
through  the  use  of  derivative  products,  taking  substantial  positions 
in  the  stock  markets  domestically  and/or  in  foreign  stock  markets 
in  other  countries  with  explicit  currency  risk?  How  does  it  show  up 
in  their  reports?  Is  this  the  kind  of  risk  that  they  are  permitted 
to  take,  or  should  be  taking  when  it  occurs  off  balance  sheet  with 
the  use  of  a  complex  hybrid  derivative  product? 

Fourth,  the  practice  and  implications  of  end-of-month  or  quar- 
terly cleaning  up  of  the  derivative  portfolios  in  order  to  avoid 
disclosure. 
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Fifth,  the  use  of  derivatives  in  the  foreign  exchange  markets  and 
its  implications  for  pubHc  poHcy,  government  intervention,  and  the 
maintenance  of  stable  exchange  rates. 

The  fact  is  that  it  was  derivative  products  and  the  leveraging 
last  September  which  enabled  the  private  sector  to  put  tremendous 
pressure  on  the  French  franc,  the  Italian  lire,  and  British  sterling. 
It  is  not  to  say  that  it  was  good,  bad,  legal,  or  illegal;  the  point  is 
that  no  regulatory  agency  knew  ex  ante  exactly  how  it  was  done, 
the  way  it  is  done,  how  it  is  financed,  who  is  doing  it.  They  should 
know  it.  Then  they  can  make  informed  public  policy  decisions. 

These  matters,  in  short,  these  five  issues  by  way  of  example,  get 
too  close  to  the  edge  of  propriety  or  legality  to  expect  voluntary  dis- 
closure to  form  letters.  Does  this  all  mean  that  there  is  a  great  sys- 
temic risk?  Probably  not.  Does  it  mean  that  bigger  corporations  or 
banks  are  likely  to  tumble  in  the  domino  effect?  No.  Will  some  be 
badly  hurt?  Yes.  Are  some  S&Ls,  particularly  smaller  ones,  secu- 
rity dealers,  and  some  corporations  taking  imprudent  risks?  Yes. 

It  means  mostly,  though,  that  regulators  are  not  up  to  date  be- 
cause they  do  not  have  up-to-date  quality  information  about  what 
goes  on  in  the  market.  Aiid  when  they  do  get  the  information,  it 
is,  as  we  have  seen,  after  the  fact,  it  is  ad  hoc,  it  is  usually  in  a 
criminal  investigatory  setting,  that  rarely  predicts  the  next  finan- 
cial crisis,  and  it  is  in  my  view  not  the  way  to  make  wise  public 
policy. 

Thank  you. 

[The  prepared  statement  of  Mr.  Rotberg  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much,  Mr.  Rotberg,  and  above 
all,  for  your  patience. 

Mr.  Beresford. 

STATEMENT  OF  DENNIS  R.  BERESFORD,  CHAIRMAN, 
FINANCIAL  ACCOUNTING  STANDARDS  BOARD 

Mr.  Beresford.  Thank  you,  Mr.  Chairman. 

My  name  is  Denny  Beresford.  I  am  the  Chairman  of  the  Finan- 
cial Accounting  Standards  Board.  With  me  today  is  Halsey  Bullen, 
who  is  a  project  manager  on  our  technical  staff.  Mr.  Bullen  has 
been  involved  with  our  project  on  accounting  for  financial  instru- 
ments since  we  began  work  on  it  several  years  ago.  He  also  partici- 
pated in  the  Group  of  Thirty  work. 

We  have  provided  the  committee  with  a  detailed  submission  in 
response  to  the  questions  that  were  raised  in  your  June  13  letter. 
Our  detailed  submission  also  summarizes  the  accounting  and  dis- 
closure problems  posed  by  derivative  financial  instruments  as  well 
as  the  history  of  our  broad  project  on  financial  instruments,  and  in 
these  remarks  I  would  like  to  touch  on  some  key  points  from  the 
detailed  submission. 

The  FASB  has  been  working  on  accounting  for  financial  instru- 
ments as  a  formal  project  since  1986.  We  studied  the  problem  for 
some  time  before  that.  Our  emerging  issues  task  force,  that  was 
formed  in  1984  largely  to  respond  quickly  to  narrow  issues  in  areas 
in  which  the  Board  has  not  yet  issued  broad  standards,  has  ad- 
dressed well  over  100  issues  involving  accounting  for  financial  in- 
struments and  financial  institutions. 
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Much  of  the  information  about  derivative  financial  instruments 
now  in  the  hands  of  financial  statements  users  is  a  direct  result 
of  accounting  standards  we  issued  in  1990  and  1991. 

Our  discussion  memorandums  and  research  reports  are  recog- 
nized around  the  world  as  the  best  and  most  comprehensive  mate- 
rials available  on  the  accounting  implications  of  financial  instru- 
ments. We  meet  regularly  with  our  counterparts  in  other  countries 
and  with  the  International  Accounting  Standards  Committee  who 
have  followed  our  lead  and  are  now  wrestling  with  these  same 
issues. 

Much  has  been  said  recently  about  how  accounting  standards 
have  failed  to  keep  pace  with  the  challenges  presented  by  new  and 
innovative  financial  instruments.  You  have  heard  that  several 
times  today.  We  acknowledge  that  and  we  have  been  striving  to 
meet  those  challenges.  But  we  will  always  be  a  bit  behind. 

It  is  the  nature  of  our  role  that  we  learn  about  new  and  innova- 
tive financial  instruments  after  they  have  been  designed  and  im- 
plemented. It  is  the  nature  of  our  own  due  process  procedures  that 
changes  in  accounting  standards  occur  only  after  thorough  delib- 
eration, which  sometimes  takes  longer  than  we  would  like.  On  bal- 
ance, however,  our  very  careful  due  process  results  in  better  and 
better  accepted  standards  with  fewer  unintended  consequences, 
and  I  wouldn't  change  it. 

I  also  would  observe  that  there  are  few  unanimous  views  about 
the  right  response  to  the  accounting  challenge  of  innovative  finan- 
cial instruments.  Throughout  the  process,  some  organizations,  like 
the  Securities  and  Exchange  Commission  and  the  General  Account- 
ing Office,  that  you  heard  from  earlier  today,  have  chided  us  to 
move  faster.  But  almost  every  step  we  have  taken  has  prompted 
vociferous  opposition.  A  small  sample  of  that  opposition  is  included 
in  our  written  submission. 

Our  recent  exposure  draft;  on  disclosure  about  derivative  finan- 
cial instruments  grew  out  of  a  widening  gap  between  businesses' 
increasing  use  of  derivatives  on  one  hand  and  financial  instrument 
users'  lack  of  imderstanding  of  those  instruments  on  the  other. 
Even  sophisticated  financial  statement  users  have  described  them- 
selves as  confounded  or  mystified. 

Obviously,  no  one  profits  from  that  situation.  Financial  state- 
ment users  who  can't  understand  what  a  company  is  doing  tend  to 
paint  sound  business  practices  and  wild  speculation  with  the  same 
brush. 

Our  own  review  revealed  that  disclosures  are  less  informative 
than  what  we  had  hoped.  In  December  1993,  we  decided  that  fur- 
ther improvements  to  our  existing  standards  were  necessary,  soon- 
er rather  than  later.  Our  current  exposure  draft  is  an  attempt  to 
demystify  the  way  businesses  use  derivative  financial  instruments 
and  to  improve  some  existing  disclosures. 

We  believe  that  it  is  important  to  include  these  disclosures  in 
1994  annual  financial  statements,  at  least  for  larger  institutions. 
Meeting  that  goal  constrains  us  from  proposing  requirements  that 
would  take  us  longer  to  develop  and  take  institutions  longer  to 
adopt. 

For  derivative  instruments  held  or  issued  for  trading,  our  expo- 
sure draft  would  require   disclosure   of  quantitative   information 
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about  average,  maximum,  and  minimum  aggregate  fair  values  and 
of  net  trading  gains  and  losses. 

For  derivative  instruments  held  or  issued  for  risk  mansigement 
or  other  purposes,  our  exposure  draft  would  extend  and  clarify  the 
quantitative  information  already  disclosed,  require  descriptive  in- 
formation about  the  entity's  purposes  for  using  derivatives,  and  re- 
quire information  about  how  the  entity  accounts  for  derivative 
instruments. 

Our  exposure  draft  would  encourage,  but  not  require,  quan- 
titative information  about  interest  rate  and  other  market  risks  of 
derivative  financial  instruments,  and  other  assets  and  liabilities, 
that  is  consistent  with  the  way  the  entity  manages  or  adjusts  risks. 

Your  letter  also  asked  that  we  comment  on  the  merits  of  requir- 
ing fair  value  reporting  of  derivative  financial  instruments.  Finan- 
cial reporting  includes  both  recording  amounts  in  financial  state- 
ments and  disclosing  additional  information  in  footnotes  to  those 
financial  statements,  and  accountants  look  at  those  two  issues 
separately. 

Financial  statement  footnotes  already  include  considerable  infor- 
mation about  the  fair  value  of  those  instruments,  as  required  by 
FASB  statement  No.  107,  "Disclosures  about  fair  value  of  financial 
instruments."  Improving  that  disclosure  is  one  of  the  objectives  of 
our  current  exposure  draft. 

The  General  Accounting  Office  and  others  have  urged  us  to  con- 
sider a  broader  use  of  fair  value  to  measure  amounts  recognized  on 
the  balance  sheet  as  opposed  to  only  disclosing  that  information  in 
footnotes.  Many  financial  instruments,  including  some  derivative 
instruments,  are  already  accoimted  for  at  fair  value. 

Our  written  submission  describes  the  conceptual  and  practical 
difficulties,  as  well  as  the  vocal  opposition,  involved  in  a  broader 
application  of  fair  value  on  the  balance  sheet. 

Messrs.  Kaufman  and  Rotberg  referred  to  just  a  few  of  the  dif- 
ficulties in  their  testimony  earlier. 

As  a  practical  matter,  the  question  is  not  whether  to  use  fair 
value,  but  rather  which  assets  and  which  liabilities  should  be  re- 
ported at  fair  value  and  in  which  circumstances.  Financial  state- 
ments currently  are  based  on  an  approach  in  which  some  assets 
are  measured  at  fair  value,  some  at  historical  cost,  and  some  at  the 
lower  of  the  two.  Broader  use  of  fair  value  for  amounts  recognized 
on  the  balance  sheet  will  inevitably  be  a  consideration  in  every  fi- 
nancial instrument  issue  that  we  consider.  But  a  comprehensive 
system  based  on  fair  value  accounting  is  not  likely  in  the  near 
future. 

The  Board  currently  is  considering  a  number  of  approaches  that 
would  address  both  the  accounting  for  derivatives  and  hedge  ac- 
counting. All  of  those  approaches  would  require  reporting  deriva- 
tive financial  instruments  at  fair  value. 

In  recent  months,  we  have  been  exploring  a  promising  approach 
that  would  begin  by  recognizing  all  derivative  instruments  and 
measuring  them  in  balance  sheets  at  their  fair  values,  as  the  Gen- 
eral Accounting  Office  recommends.  However,  it  would  produce  dif- 
ferent income  statement  effects  than  the  method  recommended  by 
the  GAO. 
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Our  Board  is  continuing  to  discuss  the  details  of  this  proposal. 
We  had  a  meeting  just  yesterday  to  go  over  some  of  the  details. 
And  while  several  knotty  problems  remain  to  be  resolved,  we  hope 
to  issue  an  exposure  draft  on  this  accounting  issue  by  the  end  of 
1994. 

Your  letter  also  asks  that  we  provide  our  views  on  H.R.  4503. 
Our  principal  responsibility  is  setting  standards  for  accounting  and 
reporting  in  general-purpose  external  financial  reporting  to  inves- 
tors, creditors,  and  others.  That  reporting  sometimes  differs  from 
the  reports  that  insured  financial  institutions  are  required  to  file 
with  Federal  banking,  credit  union,  or  other  agencies,  which  are 
the  main  subject  of  the  bill,  although  the  two  reporting  areas  are 
related  and  the  trend  has  been  to  reduce  the  differences. 

We  are  hesitant  to  make  recommendations  about  regulatory  ac- 
counting and  reporting  matters  because  that  is  not  our  jurisdiction,  ' 
and  it  is  not  an  area  in  which  we  have  special  competence.  But  I 
do  offer  one  suggestion. 

Many  of  the  specific  disclosures  in  the  bill  resemble  existing  and 
proposed  FASB  requirements  and  we  have  no  reason  to  question 
their  current  relevance.  However,  we  are  concerned  that  establish- 
ing such  specific  disclosures  in  a  statute  is  unlikely  to  stand  the 
test  of  time. 

Our  disclosure  exposure  draft  is  in  the  midst  of  a  comment  pe- 
riod. It  is  virtually  certain,  based  on  our  experience,  that  we  will 
make  at  least  some  changes  before  a  final  statement  is  issued. 

Furthermore,  the  derivatives  market  continues  to  evolve  at  a 
rapid  pace,  with  new  instruments  and  new  twists  on  old  instru- 
ments appearing  constantly.  What  was  once  important  information 
is  no  longer  important,  and  vice  versa. 

One  recent  problem  illustrates  our  point.  The  bill  would  require 
disclosure  of  gross  notional  values  of  each  class  of  derivative.  That 
provides  some  information  about  the  extent  of  price  risk  an  entity 
faces  from  its  derivatives,  and  it  mirrors  an  existing  FASB  require- 
ment that  our  exposure  draft  would  extend  to  all  derivatives. 

But  the  price  risks  of  a  new  type  of  instrument  that  has  emerged 
in  recent  weeks  would  not  be  fully  revealed  by  such  requirements. 
That  instrument  is  a  "leveraged  swap"  or  "structured  note"  of  mod- 
est notional  principal  but  with  multipliers  that  give  it  the  price 
risk  of  an  instrument  with  10  or  even  100  times  the  notional  prin- 
cipal amount. 

With  that  kind  of  problem  in  mind,  we  suggest  that  you  consider 
in  your  bill  a  more  general  set  of  requirements  that  convey  your 
concerns  but  leave  room  for  regulators  to  adapt  to  changing 
conditions. 

In  conclusion,  let  me  outline  some  important  steps  that  we  ex- 
pect to  take  in  the  coming  months.  First,  we  plan  to  issue  an  ac- 
counting standard  on  disclosures  about  derivatives  in  the  fall  after 
we  have  received  and  evaluated  comment  letters  on  our  current  ex- 
posure draft. 

Second,  we  are  hopeful  that  we  will  issue  a  second  exposure  draft 
on  hedge  accounting  and  an  accounting  for  derivative  financial  in- 
struments by  the  end  of  this  year. 
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And  third,  we  continue  to  work  with  our  counterparts  in  other 
countries  as  they,  too,  struggle  with  the  accounting  challenges  of 
innovative  financial  instruments. 

Mr.  Chairman,  that  completes  my  prepared  remarks.  We  would 
be  pleased  to  answer  any  questions  that  you  have  at  this  time. 

[The  prepared  statement  of  Mr.  Beresford  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much. 

I  had  asked  unanimous  consent  that  all  members  have  an  oppor- 
tunity to  submit  in  writing  some  questions  to  all  of  the  witnesses, 
including  yourself.  And  they  have  indicated  that  to  me,  and  I  might 
have  one  or  two  foUowup  questions. 

Mr.  Beresford.  We  would  be  pleased  to  respond. 

The  Chairman.  I  want  to  thank  you  and  Mr.  Bullen  very  much, 
and  certainly  above  all  for  your  patience. 

Mr.  Beresford.  Our  process  takes  a  long  time  too,  so  we  are 
usually  very  patient. 

The  Chairman.  Well,  I  can  appreciate  that,  and  I  know  full  well. 
I  am  particularly  associated  with  your  activity  and  your  Standards 
Board  because  back  in  the  late  1960's — I  had  been  here  about  6  or 
7  years,  and  I  don't  know  how  it  came  across — well,  by  reading,  in- 
cluding this  derivatives  where  the  then  renegotiation  board  which 
had  been  defanged  by  the  Congress  in  successive  Congresses  had 
reached  the  point  where  the  effort  was  going  to  be  made  to  abolish 
it  that  year;  I  think  it  was  1967.  I  then  wanted  to  know  where  it 
was  located,  and  I  found  out  it  was  on  L  Street. 

It  had  been  initiated  during  the  Truman  administration.  One  of 
the  promoters  of  it  was  Chairman  Vincent  of  the  Armed  Services 
Committee,  because  it  was  the  meager  attempt  made  afler  the  war 
to  control,  quote,  unquote,  "war  profiteering"  or,  in  the  polite  term, 
"excess  profits." 

And  we  went  over  and  discovered  this  obscure  building  in  a  little 
hideaway  on  L  Street  consisting  of  the  director  at  that  time,  plus 
no  more  than  three  employees.  Yet,  they  gave  me  the  report  in 
which  they  had  been  able  to  bring  into  the  Treasury  that  previous 
year  over  $40  million.  But  it  was  obvious  that  that  was  a 
smithereen,  and  that  this  had  become,  with  the  high  level  of  pro- 
curement on  the  Federal  level  that  we  had  entered  into  because  of 
Vietnam,  which  I  had  brought  out.  It  was  reaching  a  point  where 
it  was  going  to  impact  on  every  phase  of  our  economy,  including 
the  soft  underbelly  of  it,  prime  materials  like  copper,  steel,  and 
labor. 

And  I  wrote  a  letter  to  President  Johnson  at  that  time,  and  he 
bucked  it  over  to  somebody  in  Treasury  and  I  never  could  make 
much  headway.  But  lo  and  behold,  I  went  out  and  made  some 
speeches  on  the  House  floor  and  said  I  was  going  to  fight  to  pre- 
serve the  life;  I  was  going  to  offer  an  amendment  to  extend  it.  The 
thing  that  was  surprising  was  that  it  was  under  the  jurisdiction  of 
the  Ways  and  Means  Committee  by  that  time.  When  I  talked  to  the 
chairman,  Wilbur  Mills,  he  didn't  even  know  that  they  had  it.  He 
wasn't  even  aware. 

He  said,  well,  I  don't  know.  He  said,  it  looks  to  me  like  this  is 
something  that  should  have  been  abolished  anyway. 
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So  literally  a  brand  new  fellow  at  that  time,  whv  it  didn't  look 
like  I  would  have  much  of  a  chance.  When,  lo  and  behold,  I  had 
a  call  from  Admiral  Rickover,  and  he  met  with  me  on  his  request 
and  he  explained  that  he  was  fighting  the  fight  as  the  naval  pro- 
curement officer,  and  that  he  was  getting  sick  and  tired  of  sitting 
across  the  table  from  these  big  single-source  manufacturers,  such 
as  submarine  nuclear  reactors,  and  that  all  of  a  sudden  they  would 
come  out  and  say,  well,  we  have  to  have  25  percent  more.  Ajid  they 
couldn't  base  it  on  any  reasonable  figuring. 

So  he  said,  it  is  a  numbers  game,  and  I  am  surprised  you  would 
be  independent.  So  we  joined  forces  and  we  raised  Cain  and  with 
his  help,  we  saved  the  life  of  the  renegotiation  board  for  2  vears. 

Then  another  2  years  came  up  and  we  had  to  fight  again,  but  in 
the  meanwhile  we  interested  the  then  Comptroller  General  and 
also  a  Member  of  the  Senate,  Senator  Proxmire.  And  finally  be- 
tween the  three  of  us  we  finally  had  the  GAO  and  we  set  up  your 
predecessor,  the  National  Uniform  Accounting  Standards  Board, 
which  is  a  predecessor  of  this  one. 

And  then,  of  course,  in  1979  the  space  defense  military  complex 
was  very  powerful,  and  they  finally  did  us  in.  And  it  was  strange 
because  they  did  us  in  over  on  the  Senate  side,  and  by  that  time 
Senator  Proxmire  had  reached  the  conclusion  that  unless  we  could 
get  a  real  viable  board,  we  ought  not  have  anything,  and  I  thought 
it  was  wrong. 

But  the  main  thing  is  and  the  big  ado  was  that  finally  we  had 
some  basis  upon  which  men  like  Admiral  Rickover  could  have  a 
basis  of  estimate  of  the  range  of  allowable  profit,  and  accounting 
standards  that  they  couldn't  deviate  from.  Up  to  then  it  was  what 
he  called  a  numbers  game. 

So  I  am  very  sensitive,  and  I  am  verv  proud  of  what  has  been 
done  by  the  Board  and  I  know  that  banks  are  not  members  of  the 
Federal  Reserve  System.  Of  course,  they  are  insured  depositories 
and  recently  were  contacting  me  and  railing  about  the  standards 
imposed,  they  erroneously  thought,  by  the  Federal  Reserve.  When 
I  explained  to  them,  no,  this  was  a  private  agreement  among  the 
industry  and  it  was  FASB  that  was  setting  the  standards,  they 
couldn't  understand  where  that  came  from  and  why  were  they 
mandated.  And  in  this  case,  though,  I  readily  appreciate  the  di- 
mensions of  the  problem, 

I  think  that  General  Bowsher,  who  has  been  most  forward- 
looking  and  most  responsible  in  the  case  of  the  banking  laws  that 
we  had  to  restructure  in  1989,  and  couldn't  quite  meet  his  rec- 
ommendation then.  It  took  us  2  years  before  we  finally  came  up 
with  followup  statutory  amendments.  But  it  is  at  the  core  of  the 
matter,  because  what  I  have  said  is  that  bank  profits  have  really 
been  accounting  artifacts  or  artifacts  of  accounting,  and  nowhere  is 
it  better  illustrated  than  in  this  question  of  the  off-balance  sheet 
activities  in  the  high-risk  areas,  which  this  would  reflect  these  ac- 
tivities. And  which  I  warned  about  2  years  ago  in  the  record,  and 
we  had  our  first  hearing  on  this  last  year. 

On  October  20,  we  couldn't  get  much  interest,  and  the  reason  for 
it  was  that  we  were  trying  to  ascertain  just  how  much  of  an  expo- 
sure—I recited,  and  in  fact  I  obtained  the  facts  and  the  figures  of 
all  places,  not  with  the  Federal  Reserve,  they  wouldn't  do  it,  but 
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from  the  security  bankers,  some  of  the  principal  firms.  They  had 
good  records  of  what  the  8  largest  banks  in  our  country  or  more, 
maybe  more  than  10,  where  1  of  them  had  1,750  percent  over  their 
capitalization  structure  involvement  in  that  off-balance  sheet  activ- 
ity, which  you  could  say  ranged  from,  in  all  the  forms  of  derivative 
activities  you  can  identify.  Nobody  seemed  to  be  interested. 

That  exposure  ranged  from  this  one,  one  of  the  biggest,  1,750 
down  to  about  300  percent.  The  fact  is  that  nobody  brought  that 
out.  I  noticed  one  of  the  Congressmen  was  saying,  well,  you  know, 
you  have  reserves.  No,  you  don't.  There  are  no  reserves  against  the 
ofF-balance  sheet  activities.  That  is  the  danger.  That  is  the  expo- 
sure, that  is  the  most  present  and  clear  danger  as  I  see  it,  as  far 
as  insured  depository  institutions.  Because  that  is  where  I  am  com- 
ing from. 

Now,  it  is  very  difficult,  even  with  Mr.  Kaufman,  to  explain  to 
him  that  as  desirable  as  his  holistic  approach  is,  we  are  limited. 
That  is  why  we  are  going  into  banking.  He  says,  well,  I  think  your 
bill  is  great  except  that  it  is  too  narrow  because  it  just  affects  the 
banking  issues. 

Well,  that  is  all  we  really  have  proper  jurisdiction  over.  If  we  go 
into  securities  and  the  related  activity,  that  is  over  in  another  com- 
mittee. And  however,  unlike  the  Senate,  the  Senate  Banking  Com- 
mittee doesn't  have  that  kind  of  a  constrictor.  It  can  have  jurisdic- 
tion almost  on  any  subject  matter.  In  our  case,  if  anything  comes 
up  and  it  involves  a  tax,  we  have  to  refer  to  the  Ways  ana  Means 
Committee.  If  it  has  to  do  with  enforcement  involving  culpability 
standards  and  the  like,  it  goes  to  the  Judiciary  Committee. 

And  so  we  are  restricted,  and  we  are  doing  it  with  the  knowledge 
that  the  biggest  responsibility  the  committee  has  is  the  safety  and 
soundness  of  our  banking  and  financial  system.  And  that  is  where 
I  try  to  come  from.  It  is  paramount  that  we  do  have  the  accounting 
standards  that  will  give  us  the  measurement.  Of  course,  it  is. 

I  realize,  though,  how  difficult  it  is.  We  are  living  in  a  world  in 
which  you  have  got  a  new  kind  of  finance,  a  new  kind  of  money. 
We  have  abstract  money  involved  in  all  of  this.  You  can  call  it  ab- 
stract money;  I  also  call  it  megabj^  money.  And  throughout  the 
whole  world  you  have,  I  would  say,  an  incalculable  number  of  indi- 
viduals, all  tne  way  from  Pakistan  to  the  Middle  East  that  all  they 
have  to  have  is  a  computer,  a  modem  and  then  get  a  line  of  credit, 
maybe  not  more  than  $100,000,  and  they  are  in  the  game.  And 
they  can  in  an  instant  get  involved  in  these  vary  volatile  areas. 

So  that  if  our  insured  depository  institutions  are,  and  the  fact  is 
it  can't  be  denied  that  they  are,  tnen  we  have  a  clear,  a  clear  mes- 
sage that  we  have  a  responsibility  to  discharge  here  and  we  need 
the  assistance  of  individuals  and  organizations  such  as  the  one  you 
head.  We  live  in  a  day  and  time  when  this  is  not  only  abstract 
money — in  fact,  even  the  stock  market,  who  should  have  known 
since  1987,  one  very  prominent  individual  just  recently  estimated 
that  out  of  every  $1,000  invested  in  the  stock  market,  only  $1  was 
involved  in  nonspeculative  activity. 

Now,  that  means  we  are  going  back  to  pre- 1932,  and  for  what- 
ever reason,  there  again  it  was  obvious  before  1987,  in  fact,  by 
1979.  I  said  so,  again,  in  Special  Orders  on  the  House  floor,  that 
we  had  gotten  back  into  an  equation  that  we  had  all  of  the  factors 


52 

that  we  had  before  1932,  and  that  you  were  getting  a  lot  of  bank 
credit  or  finances  involved  and  that  in  the  stock  market  they  had 
gotten  around  the  big  reform  of  1932,  the  margin  requirements, 
and  that  involved  in  it  heavily  was  bank  financing. 

Now,  I  didn't  have  a  time — we  had  the  constriction  of  time  with 
Mr.  Rotberg  and  with  Mr.  Kaufman,  but  Mr.  Rotberg  was  very  ob- 
servant, very  perspicacious,  and  noted  that  banks  were  involved. 
Well,  it  is  really  a  little  bit  more  complicated  than  that,  and  it  hap- 
pened right  through  the  processes  in  this  Congress. 

When  we  were  legislating  on  the  committee  level,  on  what  turned 
out  to  be  the  FIRREA  [Financial  Institutions  Reform,  Recovery  and 
Enforcement  Act],  we  had  a  Member  here,  the  gentleman  from 
Minnesota,  who  offered  an  amendment.  When  I  looked  at  it  and 
then  analyzed  it,  I  said,  you  mean  you  want  the  Federal  Reserve 
to  give  a  line  of  credit  to  security  bankers  or  security  firms  that 
are  regulated  by  SEC?  Well,  he  withdrew  it.  So,  lo  and  behold,  we 
thought  we  had  taken  care  of  that. 

When  we  got  to  a  Member  that  involved  this  situation,  we  have 
to  deal  with  the  other  body  and  then  get  them  together  in  a  con- 
ference to  resolve  differences,  but  the  other  body  can  come  out  with 
a  jillion  nongermane  amendments  to  the  basic  banking  legislation, 
which  then,  if  brought  over  here,  means  that  we  would  have  to 
refer  to  at  least  12  other  committees. 

So  after  we  go  through  reducing  it  to  purely  banking  issues,  we 
had  an  all-night  deliberation.  I  think  it  was  October  28,  1991.  And 
this  amendment  was  slipped  in  there  through  the  Senate  at  the 
last  minute.  We  were  in  that  conference  from  one  afternoon  until 
5  o'clock  the  next  day.  And  I  wanted  to  cut  it  off,  but  the  leadership 
wanted  to  adjourn. 

So  after  its  passage,  we  discovered  the  presence  of  this  amend- 
ment, which  now  means  that  the  Federal  Reserve  Board  has  of- 
fered and  has  approved  lines  of  credit  to  Wall  Street  entrepreneurs 
and  gamblers.  And  this  is  the  reason  why. 

On  the  other  hand,  we  are  confronted  with  what  I  think  is  a  very 
serious  dilemma  when  the  Chairman  of  the  Federal  Reserve  Board 
will  tell  the  congressional  committee  over  in  the  other  committee 
that  we  better  get  ready  to  be  prepared  to  backstop,  he  said,  these 
gambling  failures  on  the  part  of  banks.  Well,  the  only  way  you  can 
interpret  that  is  through  the  taxpayers'  guarantees  or  insurance. 

On  top  of  that,  I  have  a  copy  of  the  report  of  the  remarks  made 
by  Chairman  Greenspan  on  May  9  on  the  occasion  of  the  dedication 
of  a  chair  over  in  Iowa  and  the  Wartburg  College  in  Waverly,  Iowa, 
and  he  says,  these  instruments,  talking  about  derivatives,  are  vehi- 
cles for  implementing  arbitrage  strategies  that  reach  across  na- 
tional borders  to  link  cash  markets  throughout  the  world.  With 
these  tight  links  in  place,  a  financial  shock  can  be  transmitted  far 
more  rapidly  than  in  generations  past. 

Then  again,  the  recent  volatility  and  worldwide  markets,  Mr. 
Greenspan  said,  of  considerable  stress  has  quote,  "severely  tested 
the  risk  management  systems  created  to  support  derivative  activ- 
ity," end  of  quote.  But  yet,  at  the  same  time  he  insists  that  we 
shouldn't  touch  legislation  concerning  this  issue.  So  those  of  us  are 
left  with  no  choice  but  to  go  on  ahead  and  do  what  we  can  from 
a  level  which  we  should  anyway. 
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I  have  sat  on  this  committee  for  32y2  vears.  And  what  happened 
since  then,  all  of  the  lamentable  things  that  happened  at  great  cost 
not  only  in  money  to  the  taxpayers,  but  in  the  instability  created 
in  our  financial  markets,  which  instability  is  an  enemy  of  sound  fi- 
nance. That  is  the  system  again  inaugurated  in  1971  and  which  I 
did  not  vote  for,  that  is  the  followup  legislation  that  brought  us  the 
floating  exchange  system. 

We  have  had  witnesses  appear  before  us  saying  lately  that  we 
reached  a  point  where  that  has  to  be  changed.  That  is  fine.  It  is 
easier  said  than  done.  But  that  means  floating,  also  instability,  and 
that  is  what  I  said  then  in  1971.  And  finance  money  is  an  enemy 
of  instability.  Money  seeks  stability. 

And  what  we  have  now,  $14  trillion  or  so  involved  in  this  almost 
indefinable  velocity  of  the  market,  and  with  the  great  potential 
that  it  can  be  susceptible  to  the  persons  or  person  who  can  manipu- 
late more  than  ever  because  the  damage  can  be  done  instanta- 
neously, in  a  matter  of  the  speed  of  light  actually. 

And  so  I  think  what  is  happening  out  there  in  our  real  world, 
in  our  constituency,  and  it  is  hurting.  This  idea  that  our  idea  is 
well  off  is  mischievous.  It  is  advanced  by  people  like  ourselves  that 
are  comfortable  and  well  paid  and  who  have  no  fear  of  what  we  are 

foing  to  do  next  week  to  pay  for  the  groceries  or  the  rent,  or  the 
ids'  issues,  but  the  people  out  there  are.  And  I  see  it.  And  I  wit- 
ness it,  and  it  hurts. 

It  hurts  to  see  36-  to  38-year-olds — ^young  individuals,  not  nec- 
essarily minorities,  college  educated,  who  are  not  able  to  find  a  job 
for  2  years,  and  their  unemployment  compensation  exhausted.  Now 
that  hurts.  It  hurts  me.  And  it  seems  that  I  am  in  a  world  where 
there  seems  to  be  no  awareness  of  it. 

And  I  hear  all  of  these  experts  talking  about  how  well  the  econ- 
omy is  doing.  Well,  it  isn't.  It  is  an  illusion.  And  how  we  will  have 
to  meet  it  and  under  what  circumstances  is  what  bothers  me. 

^1  other  things  that  happen,  I  started  to  say,  were  not  acts  of 
God.  We  were  saying  in  1966,  June  19,  when  the  prime  interest 
rate  was  jacked  up  1  whole  percent  point  overnight,  and  imme- 
diately the  Savings  &  Loans  from  Texas  were  calling  up  and  com- 
ing up.  In  fact,  they  came  up  to  visit  my  then-chairman  from 
Texas,  Mr.  Pepper,  saying,  hey,  what  are  we  going  to  do?  This 
knocks  out  our  regulation  Q  margin  that  enables  us  to  stay  in 
business. 

Well,  between  1966  and  1982  there  seemed  to  be  no  awareness. 
Somehow,  though,  in  1982  we  came  out  with  the  bill  and  it  was 
sold  on  the  basis  that  it  was  going  to  save  the  savings  and  loans 
industry.  I  was  the  lone  person  of  this  committee  that  went  against 
it  and  the  only  one  that  went  to  the  Rules  Committee  to  talk 
against  it,  with  the  chairman  of  the  committee  cursing  me  behind 
my  back,  because  it  was  far  from  just  a  device.  It  had  such  things, 
as  I  pointed  out  to  the  Rules  Committee,  as  phrases  that  I  thought 
were  peculiar,  such  as  regulatory  accounting  standards.  And, 
again,  the  reason  is  that  I  was  sensitive  to  accounting  standards, 
going  back  to  the — so  the  rest  is  history. 

But  it  wasn't  ordained  by  God.  And  it  was  foreseen.  So  there 
were  some  who  spoke  out,  like  now.  And  in  fact  I  think  that  when 
you  pick  up  today's  paper  and  you  read  that  the  value  of  the  dollar 
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has  somehow  or  other  stabilized,  which  isn't  true,  and  how  it  is 
hides  the  basic  and  most  troubling  fact  of  all,  which  again  I  haven't 
been  able  to  get  any  interest  on  this  level. 

Four  and  a  half  years  ago  I  mentioned  to  Chairman  Greenspan 
that  I  was  concerned  that  it  wouldn't  take  much  to  replace  the  dol- 
lar as  the  international  currency  reserve  unit.  Two  or  three  billion 
of  national  bankers  said  the  same  thing.  Oh,  not  in  the  foreseeable 
future,  and  even  then  it  would  take  a  tremendous  instability  and 
disorder  in  our  country. 

But  they  couldn't  answer  the  question  I  was  asking.  And  that 
was  that  we  were  piling  up  for  the  first  time  in  1985,  since  1914 
a  debt  that  made  us  a  debtor  nation.  And  also  the  value  of  the  dol- 
lar had  lost — in  fact,  by  now  it  is  over  15  percent,  as  in  relation 
to  the  yen  or  the  Deutschemark.  And  it  continues  to.  No  nation  in 
history  has  ever  long  endured  that  without  devaluing  its  currency 
and  the  consequences  of  it. 

The  thing  that  I  fail  to  convey,  the  reason  for  my  concern  with 
Mr.  Greenspan  was  that  by  that  time  the  governmental  debt — in 
fact,  during  that  same  period  of  time  and  between  1985  and  by  the 
time  Mr.  Reagan  left  office,  it  had  grown  to  a  little  under  $4  tril- 
lion, from  less  than  $1  trillion.  But  so  did  corporate  debt  and  so 
did  the  debt  among  us  in  the  country. 

And  my  point  is  that  if  the  dollar  is  replaced,  and  I  couldn't  see 
why,  if  some  of  the  principal  industrial  countries  got  together, 
pooled  their  reserves,  designated,  or  nationalized  the  currency, 
which  they  are  fast  doing  in  Europe,  why  it  wouldn't  replace  the 
dollar.  The  question  was,  so  what?  Well,  "so  what"  is  that  for  the 
first  time  in  our  history  all  of  this  debt  will  have  to  be  paid  back 
in  somebody  else's  currency.  That  is  what  that  means. 

And  when  I  see  these  noises  about  yesterday — Oh,  the  dollar  has 
slid  so  fast  that  the  Fed  might  have  to  raise  interest  rates.  But  the 
Fed  has  been  saying  that  it  raised  interest  rates  because  it  antici- 
pates inflation.  We  have  been  saying  that  that  wasn't  so,  that  ever 
since  Chairman  Paul  Volcker — and  he  admitted  it  right  here  in  this 
committee  when  I  asked  him  a  question  about  it  years  ago — the 
Fed  has  lost  control,  because  we  now  are  subject  to  forces  external 
to  our  shores,  over  which  we  now  no  longer  have  any  control. 

And  when  Treasury  bond — 10-year  bonds  3  years  ago  were  being 
held  for  less  than  1  month.  If  that  doesn't  reflect  an  overheated 
and  dangerous  situation,  I  don't  know  what  does.  So  I  just  had  to 
let  this  out. 

You  know,  you  have  been  so  kind,  and  so  patient  that  I  had  to 
try  to  convey  how  important  your  testimony  was  to  this  committee, 
whether  it  is  recognized  that  way  or  not.  Generally,  it  is.  It  is  vital. 

And  it  certainly  isn't  the  intention — I  know  speaking  for  myself 
and  I  am  sure  Mr.  Leach,  who  incidentally  had  a  far  more  stronger 
version  on  regulatory  control  of  these  activities  than  my  version, 
and  we  compromised  and  I  had  a  sofl;er  version  realizing  there 
were  certain  limitations,  but  there  are  not  the  least  of  which  is 
being  able  to  get  a  measure  or  a  standard,  a  standard  to  measure 
for  accounting.  But  he  is  obviously  sensitive  to  the  perils  out  there 
and  has  responded  very  well. 

So  I  don't  know  that  we  have  the  timespan.  I  think  we  have  al- 
ready been  caught— I  hope  I  am  wrong,  as  I  have  been  all  along. 
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hoping  I  was  dead  wrong,  but  I  think  we  have  been  overcome  by 
time,  and  events,  and  the  fact  that  we  in  the  least — some  of  our 
leaders  have  gone  on  the  theory  that  some  of  our  friends  will  take 
care  of  us. 

I  don't  know  of  any  national  leader  in  any  other  country  that 
feels  that  way  in  discharging  his  responsibilities  in  behalf  of  his 
people.  But  we  have  and  we  are  going  on  the  theory  that  our 
friends  will  help  us  take  care  of  us.  And  it  isn't  going  to  happen, 
and  the  only  thing  I  know  is  what  can  be  done  by  way  of  antici- 
patory, which  is  what  I  was  saying  in  1966,  and  I  say  angered,  be- 
cause Chairman  Patman  did  get  upset  with  me  when  I  suggested 
that  the  savings  and  loan  industry  on  two  counts  was  in  serious 
need  of  reform. 

One  was  that  the  State-chartered  institutions  that  would  get  in- 
sured by  FSLIC  were  contributing  nothing  to  that  fund  and  were 
being  chartered  with  the  loosest  standards  possible,  and  I  gave  my 
own  State  as  an  example.  I  had  been  the  chairman  of  the  Banking 
Committee,  such  as  it  was,  in  the  State  Senate  in  the  late  1950's 
and  1960. 

So  I  felt  that  it  was  very  tenuous  that  there  were  no  interest  rate 
controls  in  our  country,  and  that  anything  could  happen.  But  in 
1966  why  nobody  would  have  made  a  $1  bet  that  interest  rates 
would  ever  go  to  7  percent.  I  never  dreamed  there  would  be  such 
a  thing  as  20  and  21  percent  as  in  1979  and  1980. 

But  it  was  obvious  that  when  you  had  the  same  entity  chartering 
as  we  did  on  the  Federal  level,  chartering  and  insuring,  and  I  made 
the  mistake  of  saying,  Mr.  Chairman,  unlike  the  Banking  System, 
I  said,  you  know,  the  Banking  System  at  least  has  FDIC,  it  doesn't 
charter,  the  OCC  charters,  and  that  is  when  he  got  angry  with  me, 
because  he  was  a  big  champion  of  the  S&Ls  and  was  very,  very  an- 
tagonistic to  banking  in  general. 

So  I  felt  at  the  time  that  absent  controls,  given  the  tenuous  situ- 
ation of  long-term,  fixed,  30-year  mortgages  based  on  controlled  in- 
terest rates,  low  yield,  and  the  only  thing  that  enabled  was  that 
1  percent  or  so  regulation  Q,  and  things  kind  of  leveled  off,  like  it 
seems  they  have  here  in  the  last  year,  2  years,  and  illusory  and 
deceptive.  Because  by  the  middle  1970's  we  had  not  only  one,  but 
about  four  money  menus.  One  of  them  was  the  RITS.  Everybody 
forget  about  the  State  Investment  Trust  and  the  scandals  that  at- 
tached to  them.  But  again,  things  leveled  off  and  everybody 
thought  we  are  going  to  keep  on  making  the  money  we  have  made. 

So  what  I  am  desperately  hoping — ^you  say  that  you  will  have  a 
report  in  December  or  a  study? 

Mr.  Beresford.  We  will  issue  a  final  statement  on  enhanced  dis- 
closure about  derivative  financial  instruments  in  the  fall  of  this 
year  that  will  be  effective  for  larger  organizations  for  calendar 
yearend  1994  reporting.  So  the  next  set  of  annual  reports  of  larger 
entities  will  reflect  the  information  that  we  are  proposing  now. 

The  Chairman.  Now,  you  mentioned,  I  believe,  that  you  had — 
was  it  last  December  you  had  a  report  or  a  study?  Did  I  misinter- 
pret? 

Mr.  Beresford.  I  am  not  sure  what  you  are  referring  to.  Last 
yearend  we  did  issue  some  suggestions  that  companies  could  con- 
sider in  making  voluntary  disclosures.  We  weren't  in  a  position  be- 
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cause  of  our  due  process  procedures  to  adopt  any  new  requirements 
at  that  time. 

The  Chairman.  That  is  right,  OK. 

Mr.  Beresford.  But  we  did  issue,  it  was  widely  circulated  a  re- 
port that  made  some  suggestions,  and  there  were  considerable  im- 
Erovements  that  were  made  in  1993  annual  reports  by  larger 
anks.  In  fact,  many  of  the  statistics  that  have  been  quoted  here 
today  and  otherwise  are  based  on  information  that  is  already  in  the 
annual  reports,  in  part  because  of  existing  standards  and  in  part 
because  oi  encouragement. 

The  Chairman.  Well,  I  sure  do  want  to  compliment  you.  And  we 
would  appreciate  any  interim  conclusions  or  interim  reports  you 
might  feel  would  be  of  interest,  and  associated  with  our  endeavors 
to  shape  some  legislation. 

General  Bowsher  indicated  in  his  testimony  that  one  of  the  trou- 
bling things  was  the  lack  of  examination  standards  available  to  the 
regulators,  and  we  were  going  to  follow  through  and  ask  them  to, 
in  writing,  to  refine  a  little  bit  on  that.  So  I  think  this  is  the  heart 
of  the  matter  and  I  would  be  grateful  for  any  information  that  you 
might  think  would  be  of  impact  to  us  in  our  deliberations. 

Mr.  Beresford.  We  will  think  about  it.  And  we  appreciate  very 
much  your  inviting  us  to  be  here,  and  we  wish  you  well. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

The  Chairman.  Well,  thank  you  very  much.  I  don't  know  if  Mr. 
Bullen  has  a  statement  to  make  or  an  observation. 

Mr.  Bullen.  No.  Just  here  in  case  any  questions  arose. 

The  Chairman.  All  right.  Well,  thank  you  very  much,  sir.  And 
I  apologize  for  the  occurrences  today,  but  it  was  one  of  those  things 
that  nobody  could  foresee.  We  have  been  on  this  Appropriation  bill 
since  yesterday,  and  nobody  could  see  that  here  at  the  last  minute 
you  had  these  parliamentary  endeavors. 

Mr.  Beresford.  It  is  not  necessarily  a  bad  thing  to  not  have  ai 
lot  of  nasty  questions. 

The  Chairman.  I  don't  think  you  would  have  had  nasty 
questions. 

Mr.  Beresford.  Thank  vou. 

The  Chairman.  Some  of  the  members  really  want  to  be  here,  but 
they  were  involved  in  this  Appropriation  bill. 

Mr.  Beresford.  If  there  are  followup  questions,  we  would  be  de- 
lighted to  come  back  and  meet  with  members  individually. 

The  Chairman.  Very  good.  We  might  be  able  to  do  that  and  have 
a  briefing. 

Mr.  Beresford.  Thank  you. 

The  Chairman.  Thank  you  again  very  much  for  your  patience. 

The  committee  will  stand  adjourned  until  further  call  of  the 
Chair, 

[Whereupon,  at  2:35  p.m.,  the  hearing  was  adjourned,  subject  to 
the  call  of  Chair.] 
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Opening  statement  of  Henry  B.  Gonzalez,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 

Hearing  on  H.R.  4503,  "The  Derivatives  Safety 
and  Soundness  Supervision  Act  of  1994." 

June  23,  1994 

TODAY  WITNESSES  WILL  PROVIDE  COMMENTS  ON  H.R.  4503,  THE 
BIPARTISAN  DERIVATIVES  LEGISLATION  I  INTRODUCED,  CALLED  "THE 
DERIVATIVES  SAFETY  AND  SOUNDNESS  SUPERVISION  ACT  OF  1994."  I  AM 
CONVINCED  THAT  THE  COMMITTEE  SHOULD  CONTINUE  TO  PRESS  FORWARD  ON 
THIS  TOPIC  DESPITE  ASSURANCES  BY  BANK  REGULATORS  AND  THE  INDUSTRY 
THAT  THEY  ARE  ADDRESSING  THIS  POTENTIAL  PROBLEM. 

THE  BANKING  INDUSTRY  AND  THE  BANK  REGULATORY  AGENCIES  CLAIM 
LEGISLATION  TO  CONTROL  DERIVATIVES  IS  NOT  NEEDED.  THESE  ARE  THE 
SAME  INDUSTRY  PLAYERS  AND  REGULATORS  THAT  BROUGHT  US  SIMILARLY 
HYPED  ENDEAVORS  SUCH  AS  LOANS  TO  LESSER  DEVELOPED  COUNTRIES,  HIGHLY 
LEVERAGED  TRANSACTIONS  AND  MASSIVE  REAL  ESTATE  LOANS,  WHICH 
COLLECTIVELY  RESULTED  IN  THE  LOSS  OF  HUNDREDS  OF  BILLIONS  OF 
DOLLARS  IN  SOURED  LOANS.  THOSE  SERIOUS  MISTAKES  IN  JUDGEMENT 
JEOPARDIZED  THE  FINANCIAL  HEALTH  OF  THE  BANKING  INDUSTRY  AND  ITS 
INSURANCE  FUND  AND  PLACED  THE  TAXPAYERS  IN  HARMS  WAY.  AS  CHAIRMAN 
OF  THE  BANKING  COMMITTEE,  I  AM  COMMITTED  TO  TAKING  THE  STEPS 
NECESSARY  TO  ENSURE  THAT  THE  SAME  CATASTROPHE  DOES  NOT  OCCUR  WITH 
DERIVATIVES.  AS  POLICY  MAKERS  WE  SHOULD  LISTEN  TO  WHAT  THE 
INDUSTRY  AND  THE  REGULATORS  HAVE  TO  SAY,  BUT  HISTORY  TEACHES  US  WE 
SHOULD  NOT  BLINDLY  FOLLOW  THEIR  ADVICE. 

NEVERTHELESS,  THE  REGULATORS  ARE  TO  BE  COMMENDED  FOR  THE 
STRIDES  THEY  HAVE  TAKEN  IN  ADDRESSING  THE  RISKS  POSED  BY 
DERIVATIVES,  BUT  MORE  NEEDS  TO  BE  DONE  TO  CURB  EXCESS  SPECULATION. 
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0»  A  DAILY  BASIS  THE  BIG  BANKS  ARE  PLACING  BILLIONS  OF  TAXPAYER- 
BACKED  DEPOSITS  AT  RISK  BY  SPECULATING  WITH  DERIVATIVES.  AS  AN 
INDICATOR  OF  HOW  PERVASIVE  SPECULATION  HAS  BECOME,  A  BANK  OF 
ENGLAND  OFFICIAL  RECENTLY  STATED  THAT  SOME  2  0  CENTRAL  BANKS 
CURRENTLY  USE  DERIVATIVES  TO  ENGAGE  IN  SPECULATION  IN  THE  GOLD 
MARKET.  I  AM  ABSOLUTELY  OPPOSED  TO  BANKS  USING  DEPOSIT  INSURANCE 
TO  SUPPORT  MASSIVE  SPECULATION  AND  I  AM  ALSO  OPPOSED  TO  CENTRAL 
BANKS  USING  DERIVATIVES  TO  SPECULATE  IN  GOLD  OR  ANY  OTHER  MARKET. 
WE  MUST  SEEK  TO  CURB  EXCESS  SPECULATION  AND  I  AM  CONCERNED  THAT  THE 
BANK  REGULATORS,  IN  PARTICULAR  CHAIRMAN  GREENSPAN  AT  THE  FEDERAL 
RESERVE,  HAVE  NOT  TAKEN  ADEQUATE  STEPS  TO  CURB  EXCESS  SPECULATION. 
IT  IS  THE  RESPONSIBILITY  OF  THE  CONGRESS  TO  ENSURE  THAT  THE 
BANK  REGULATORS  HAVE  SUFFICIENT  GUIDANCE  AND  AUTHORITY  TO  DEAL  WITH 
THE  SYSTEMATIC  AND  OPERATIONAL  RISKS  POSED  BY  BANK  DERIVATIVES 
ACTIVITIES.  THE  PROVISIONS  OF  H.R.  4503  ADDRESS  OUR  RESPONSIBILITY 
IN  A  TIMELY  FASHION. 

FIRST  QUARTER  DERIVATIVES  LOSSES  BY  THE  BIG  BANKS,  MONEY 
MARKET  FUNDS  AND  THE  DERIVATIVES-RELATED  LOSSES  INCURRED  BY  PROCTOR 
i  GAMBLE  AND  OTHER  INDUSTRIAL  FIRMS  INDICATES  THAT  WE  ARE  NOT  OUT 
OF  THE  WOODS  ON  DERIVATIVES.  AND  THE  RECENT  REVELATION  THAT  THE 
BANK  OF  AMERICA  HAD  TO  BAIL  OUT  AN  AFFILIATED  MONEY  MARKET  MUTUAL 
FUND  BECAUSE  OF  DERIVATIVES  LOSSES  AT  THE  FUND  RAISE  QUESTIONS 
ABOUT  THE  ADEQUACY  OF  THE  REGULATORY  OVERSIGHT,  ESPECIALLY  AS 
RELATED  TO  BANK  AFFILIATED  MUTUAL  FUNDS. 

THE  GAO  REPORT  ON  DERIVATIVES  RAISES  MANY  OF  THE  SAME 
CONCERNS  I  HAVE  EXPRESSED  OVER  THE  PAST  SEVERAL  YEARS.  THE  REPORT 
PROVIDES  USEFUL  INSIGHTS  INTO  THE  RISKS  POSED  BY  DERIVATIVES.   THE 
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GAO  IS  SUPPORTIVE  OF  MANY  OF  THE  CONCEPTS  IN  H.R.  4503  AND  WE  LOOK 
FORWARD  TO  HEARING  MORE  ABODT  THE  RESULTS  OF  THEIR  WORK. 

THE  FINANCIAL  ACCOUNTING  STANDARDS  BOARD  (FASB)  IS  ALSO 
SUPPORTIVE  OF  CERTAIN  CONCEPTS  IN  H.R.  4  5  03,  AND  THEY  ARE  TO  BE 
COMMENDED  FOR  THEIR  DRAFT  PROPOSAL  WHICH  GRAPPLES  WITH  THE 
DIFFICULT  DISCLOSURE  ISSUES  RAISED  BY  DERIVATIVES.  I  ALSO  WANT  TO 
THANK  MR.  KAUFMAN  AND  MR.  ROTBERG  FOR  PRESENTING  THEIR  VIEWS  ON 
DERIVATIVES.  FINALLY,  I  WANT  TO  THANK  SENATOR  DORGAN  FOR  HIS  TIME 
AND  THOUGHTFUL  COMMENTS.  THESE  WITNESSES  HAVE  GREAT  INSIGHTS  AND 
I  LOOK  FORWARD  TO  THEIR  COMMENTS. 
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STATEMENT  OF  THE  HON.  JAMES  A.  LEACH 

HOUSE  BANKING  COMMITTEE 

HEARING  ON  DERIVATIVES 

JUNE  23,  1994 


Thank  you,  Mr  Chairman.  I  would  like  to  commend  you  for  having  this  hearing  today,  and 
would  like  to  recognize  the  notable  panel  of  witnesses  who  have  each  contributed  in  their  own  way 
to  the  discussion  of  derivatives  regulation. 

I  would  first  like  to  welcome  our  distinguished  Colleague,  Senator  Dorgan,  to  the  House  side 
today,  and  commend  him  for  his  efforts  on  this  issue.    Senator  Dorgan  introduced  the  fu^t  piece  of 
legislation  on  derivatives  in  the  Senate. 

I  also  look  forward  to  the  testimony  of  GAG  Chairman  Bowsher.    The  GAO's  Report  on 
Financial  Derivatives,  released  in  mid-May,  is  the  result  of  an  exhaustive  and  detailed  research  effort 
aimed  at  evaluating  the  financial  derivatives  markets,  and  represents  a  critical  step  in  providing  well- 
needed,  adequate  oversight  of  the  fmancial  derivatives  markets. 

The  principal  fmdings  of  the  Report  are  consistent  with  the  report  the  minority  of  the 
Banking  Committee  issued  last  fall  and  the  legislation  I  introduced  on  the  subject  this  past  January. 
Such  fmdings  include:  1)  that  derivatives  risk  management  requires  public  as  well  as  corporate 
oversight;  2)  that  regulatory  gaps  heighten  systemic  risk,  3)  that  accounting  principles  for  derivatives 
have  not  kept  pace  with  business  practices;  and  4)  that  the  protection  of  internationally  linked 
fmancial  systems  requires  coordinated  international  efforts    The  report  also  highlighted  that  current 
capital  standards  are  inadequate  for  fmancial  institutions  engaged  in  derivatives  activities. 

Of  particular  import  is  the  GAG  conclusion  that  development  of  consistent  cross-industry 
standards  requires  that  the  currently  unregulated  OTC  derivatives  activities  of  securities  firms  and 
insurance  company  affiliates  should  be  placed  under  the  purview  of  one  or  more  of  the  existing 
federal  fmancial  regulators.    Such  a  provision  was  included  in  the  minority  legislation,  but,  due  to 
jurisdictional  concerns,  is  not  currently  included  in  the  bill  recently  introduced  Chairman  Gonzalez 
and  me.   As  the  S&L  debacle  evidenced,  money  has  a  tendency  to  flow  disproportionately  to 
institutions  with  the  lowest  standards.   Corporate  entities  not  required  to  meet  commonsense 
standards  that  others  might  be  required  to  meet  have  competitive  advantages  and  pose  a  particular 
hazard  to  the  proper  and  efficient  functioning  of  the  markets. 
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Much  importance  has  been  placed  on  the  recent  FASB  exposure  draft  on  derivatives 
disclosure,  and  certain  provisions  included  in  the  bill  introduced  by  Chairman  Gonzalez  and  me 
directly  parallel  a  number  of  these  FASB  proposals.    Enhanced  disclosure  of  derivatives  activities  is 
important  for  market  transparency,  and  advances  the  general  awareness  of  derivatives  holdings  by 
those  parties  affected  by  them.   Of  particular  note  in  the  FASB  statement  is  that  derivative 
instruments  held  for  trading  would  be  distinguished  in  disclosure  from  those  held  for  other  purposes, 
such  as  hedging.   The  line  between  legitimate  hedging  and  other  activities,  such  as  speculation,  is 
becoming  increasingly  difTicult  to  sort  out,  and  disclosures  toward  this  end  would  be  helpful.    Parts 
of  the  derivatives  game  are  played  in  such  a  way  that  there  can  be  losers  as  well  as  winners,  and  if 
there  is  a  traumatic  event,  virtually  all  players  can  become  entwined  in  a  lose-lose,  rather  than  a 
win-win,  scenario 

Finally,  the  opinions  of  the  other  panelists  are  highly  regarded    I  am  particularly  taken  by 
the  observation  of  Mr.  Rotberg,  that  being  that  "the  only  perfect  hedge  is  in  a  Japanese  garden  " 

In  addition  to  discussing  the  derivatives  proposals  of  the  witnesses  before  us  today,  we  are 
also  here  to  discuss  H  R.  4503.   H.R.  4503  represents  a  joint  effort  between  the  majority  and  the 
minority  to  establish  clear  lines  of  supervisory  accountability  for  federally  insured  fmancial 
institutions,  and  is  an  important  and  timely  step  in  preventing  what  could  be  a  significant  disruption 
in  the  world  fmancial  system.    Since  the  introduction  of  the  minority's  derivatives  bill  in  January, 
H.R.  3748,  numerous  press  accounts  have  reported  over  16  separate  events  where  U.S.  companies 
have  suffered  significant  losses  related  to  derivatives.    In  fact,  just  since  the  introduction  of  H.R. 
4503  on  May  25th,  substantial  losses  have  been  reported  at  mutual  funds  and  other  money  market 
funds;  namely,  the  Piper  Jaffray  Mutual  Fund,  PaineWebber  Bond  Mutual  Fund,  Zweig  Cash  Fund, 
and  CS  First  Boston  Institutional  Money  Market  Fund. 

Such  losses  have  heightened  the  awareness  of  derivatives  risk  and,  more  particularly, 
suitability  risk  in  both  the  regulatory  community  and  the  industry  itself.  It  is  our  responsibility  in 
Congress  to  fully  examine  such  issues,  and  where  appropriate,  act  in  a  prudent  way  H.R.  4503  is 
designed  to  be  of  a  framework  nature,  positing  standard  setting  within  relevant  professional  bodies 
such  as  the  Federal  Reserve  board,  rather  than  Congress.  The  regulators  who  have  testified  before 
this  Committee  have  not  trivialized  the  derivatives  issue,  and  even  speculator  George  Soros 
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expressed  concern  to  this  Committee  about  the  proliferation  of  derivatives  and  noted  that  under 
certain  circumstances,  such  instruments  may  pose  a  threat  to  the  markets  and  the  banking  system. 

In  addition  to  our  legislation,  however,  it  is  important  that  other  relevant  Committees  address 
the  regulatory  gaps  outlined  in  the  GAO  report  and  elsewhere  in  order  to  ensure  a  level  playing 
field.    Given  that  one  of  the  lessons  of  the  S&L  debacle  is  that  money  flows  to  the  least  regulated,  it 
is  crucial  that  cross-industry  and  cross-border  standards  be  established. 

Derivatives  are  iimovative,  customer-driven  new  additions  to  the  fmancial  landscape  and  it  is 
key  that  the  market  be  allowed  to  flower.    It  is  also  clear  the  garden  should  not  despoiled.    In  this 
context,  Mr.  Chairman,  I  am  hopeful  that  the  mdustry,  Congress,  and  the  regulators  can  continue  to 
work  together  on  this  issue,  and  I  look  forward  to  today's  testimony. 
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STATEMENT  OF  THE  HONORABLE  SPENCER  T.  BACHUS,  III 

BEFORE  THE  HOUSE  BANKING  COMMITTEE 

THURSDAY,  JUNE  23,  1994 

Mr.  Chairman, 

I  thank  you  for  holding  this  hearing  and  our  expert  witnesses  for 
agreeing  to  appear.    I  hope  this  is  the  first  of  several  hearings  on  this  topic. 

Often  times,  topics  of  the  complexity  and  importance  of  derivatives  are 
overlooked.    Important,  in  that  the  new  and  emerging  derivatives  industry,  a 
worldwide  market,  has  soared  well  past  the  $12  trillion  mark.    Complex, 
certainly  so  to  Congress,  but  less  so  for  Wall  Street  and  when  complexity  is 
discussed,  let  us  not  confuse  it  with  riskiness.    Some  have  said  that  without 
new  legislation  derivatives  could  be  the  financial  disaster  of  the  1990's 
requiring  a  taxpayer  bailout  in  excess  of  the  savings  and  loan  industry  of  the 
1980's.    I  disagree.    The  likelihood  of  a  major  financial  disaster  is  always 
present.    However,  the  use  of  derivatives,  in  my  opinion,  will  lessen,  and  not 
increase  the  likelihood  of  such  an  event.    On  the  other  hand,  singling  out 
derivatives  for  more  and  special  legislation  does  increase  the  likelihood  of  such 
a  disaster. 

If  we  educate  ourselves  now  on  the  benefits  and  possible  risks  of  various 
types  of  derivatives,  we  can  more  clearly  identify  abusers  and  misusers  of  this 
important  financial  tool. 

Using  the  term  "derivatives"  to  define  all  of  the  various  financial 
contracts  under  the  umbrella  is  much  like  using  the  term  "fast  food"  to 
describe  anything  from  a  cheeseburger  to  a  burrito. 

We  should  not  rush  into  enacting  legislation  that  may  unnecessarily  stifle 
the  derivatives  industry  and  cause  the  financial  crisis  we  want  to  prevent. 
There  may  be  a  place  for  disclosure.    We  may  need  to  better  enforce  existing 
regulations.    But  certainly,  understanding  this  $16  trillion  industry  before 
making  dramatic  changes  is  critical. 

I  am  looking  forward  to  this  and  future  opportunities  to  learn  more  about 
the  industry  and  the  various  uses  of  derivatives. 
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The  Honorable  Charles  Bowsher 
Comptroller  General  of  the  United  States 
441  G  St.  NW 
Washington ,  D . C .   2 0548 

Dear  Hr.  Bowsher: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  Thursday,  June  23,  1994,  to  consider  the  General 
Accounting  Office's  (GAO)  recent  report,  Financial  Derivatives: 
Actions  Needed  to  Protect  the  Financial  System,  and  H.R.  4503,  the 
"Derivatives  Safety  and  Soundness  Supervision  Act  of  1994."  The 
Committee  respectfully  requests  that  you  or  your  designee  testify 
at  this  hearing  and  present  your  analysis  of  the  report  and  the 
bill. 

I  commend  you  and  your  colleagues  at  the  GAO  for  producing  an 
excellent  report  on  the  risks  posed  by  derivatives.  The  report 
also  contains  throughtful  recommendations  to  contain  those  risks. 
I  was  heartened  to  find  that  many  of  the  recommendations  in  the 
area  of  banking  are  supportive  of  provisions  contained  in  the  bill, 
particularly  on  the  subjects  of  increased  disclosure,  improved 
supervision,  and  stronger  international  cooperation. 

The  hearing  is  scheduled  to  begin  at  10:00  a.m.  in  Room  2128, 
Rayburn  House  Office  Building.  In  accordance  with  Committee  rules, 
please  deliver  200  copies  of  your  prepared  statement  by  10:00  a.m., 
June  22,  1994.  Your  entire  written  statement  will  be  included  in 
the  hearing  record  and  will  be  made  available  to  all  Committee 
members  in  advance  of  your  appearance. 

ThanX  you  for  your  cooperation. 
to  your  testimony. 


The  Committee  looks  forward 


Henr 
Chairman 
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Dear  Senato 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  Thursday,  June  23,  1994,  to  consider  H.R.  4503,  the 
"Derivatives  Safety  and  Soundness  Supervision  Act  of  1994." 
Because  of  your  work  in  the  Senate  on  derivatives,  the  Committee 
respectfully  requests  that  you  testify  at  this  hearing  and  present 
your  analysis  of  the  bill. 

As  you  know,  this  legislation  would  provide  for  increased 
disclosure,  improved  supervision,  and  stronger  international 
coordination  of  derivatives  regulation  and  supervision.  The 
Committee  would  greatly  appreciate  hearing  your  views  and 
recommendations  in  these  areas.  The  Committee  would  also  be 
interested  in  any  other  comments  you  would  like  to  make  on  the 
subject  of  regulation  and  supervision  of  bank  derivatives 
activities. 


The  hearing  is  scheduled  to  begin  at  10:00  a.m.  in  Room  2128, 
Rayburn  House  Office  Building.  In  accordance  with  Corojnittee  rules, 
please  deliver  200  copies  of  your  prepared  statement  by  10:00  a.m., 
June  22,  1994.  Your  entire  written  statement  will  be  included  in 
the  hearing  record  and  will  be  made  available  to  all  Committee 
members  in  advance  of  your  appearance. 


Thank  you  for  your  cooperation, 
to  your  testimony. 


The  Committee  looks  forward 


Henry   B.    Gonzaftez 
Chairman 


HBG: jr 
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Dear  Mr.  Beresford: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  Thursday,  June  23,  1994,  to  consider  H.R.  4503,  the 
"Derivatives  Safety  and  Soundness  Supervision  Act  of  1994."  The 
Committee  is  also  interested  in  learning  more  about  the  Financial 
Accounting  Standards  Board's  (FASB)  recent  Exposure  Draft, 
"Disclosures  about  Derivative  Financial  Instruments  af'd  Fair  Value 
of  Financial  Instruments."  The  Committee  respectfully  requests 
that  you  or  your  designee  testify  at  this  hearing. 

I  commend  FASB  for  producing  the  Exposure  Draft  because  I 
believe  that  it  represents  an  important  step  in  improving 
disclosure  of  off-balance-sheet  activities.  As  you  may  have 
noticed,  many  of  the  disclosure  concepts  contained  in  the  bill 
parallel  proposals  in  the  Exposure  Draft.  At  the  hearing,  the 
Committee  requests  that  you  summarize  your  disclosure  proposals, 
with  particular  attention  to  the  merits  of  requiring  fair  value 
reporting  of  derivative  financial  instruments.  The  Committee  also 
requests  that  you  provide  your  views  on  H.R.  4503. 

The  hearing  is  scheduled  to  begin  at  10:00  a.m.  in  Room  2128, 
Rayburn  House  Office  Building.  In  accordance  with  Committee  rules, 
please  deliver  200  copies  of  your  prepared  statement  by  10:00  a.m., 
June  22,  1994.  Your  entire  written  statement  will  be  included  in 
the  hearing  record  and  will  be  made  available  to  all  Committee 
members  in  advance  of  your  appearance. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony. 


lenry  ^  Gonz^ 
Chairman 
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Mr.  Henry  Kaufman 
Henry  Kaufman  &  Company,  Inc. 
65  East  55th  Street,  26th  Floor 
New  York,  NY   10022 

Dear  Mr.  Kaufman: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  Thursday,  June  23,  1994,  to  consider  H.R.  4503,  the 
"Derivatives  Safety  and  Soundness  Supervision  Act  of  1994."  The 
Committee  respectfully  requests  that  you  testify  at  this  hearing 
and  present  your  analysis  of  the  bill. 

As  you  know,  this  legislation  would  provide  for  increased 
disclosure,  improved  supervision,  and  stronger  international 
coordination  of  derivatives  regulation  and  supervision.  The 
Committee  would  greatly  appreciate  hearing  your  views  and 
recommendations  in  these  areas.  The  Committee  would  also  be 
interested  in  any  other  comments  you  would  like  to  make  on  the 
subject  of  regulation  and  supervision  of  bank  derivatives 
activities. 


The  hearing  is  scheduled  to  begin  at  10:00  a.m.  in  Room  2i28, 
Rayburn  House  Office  Building.  In  accordance  with  Committee  rules, 
please  deliver  200  copies  of  your  prepared  statement  by  10:00  a.m., 
June  22,  1994.  Your  entire  written  statement  will  be  included  in 
the  hearing  record  and  will  be  made  available  to  all  Committee 
members  in  advance  of  your  appearance. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony. 


Si/cerely 

Henry  Bf 
Chairman 
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Mr.  Eugene  H.  Rotberg 
3050  K  Street,  N.W. 
Suite  320 
Washington,  D.C.   20007 

Dear  Mr.  Rotberg: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  Thursday,  June  23,  1994,  to  consider  H.R.  4503,  the 
"Derivatives  Safety  and  Soundness  Supervision  Act  of  1994."  The 
Committee  respectfully  requests  that  you  testify  at  this  hearing 
and  present  your  analysis  of  the  bill. 

As  you  know,  this  legislation  would  provide  for  increased 
disclosure,  improved  supervision,  and  stronger  international 
coordination  of  derivatives  regulation  and  supervision.  The 
Committee  would  greatly  appreciate  hearing  your  views  and 
recommendations  in  these  areas.  The  Committee  would  also  be 
interested  in  any  other  comments  you  would  like  to  make  on  the 
subject  of  regulation  and  supervision  of  bank  derivatives 
activities. 


The  hearing  is  scheduled  to  begin  at  10:00  a.m.  in  Room  2128, 
Rayburn  House  Office  Building.  In  accordance  with  Committee  rules, 
please  deliver  200  copies  of  your  prepared  statement  by  10:00  a.m., 
June  22,  1994.  Your  entire  written  statement  will  be  included  in 
the  hearing  record  and  will  be  made  available  to  all  Committee 
members  in  advance  of  your  appearance. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony. 

Sinaerely, 

Henry  B.  'Gonzale 
Chairman 
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Mr.  Chairman  and  Members  of  the  Committee: 

We  are  pleased  to  appear  today  to  discuss  federal  oversight  of 
derivatives  activities.   Last  month,  we  issued  our  derivatives 
report  which  was  prepared  in  response  to  the  requests  of  this 
committee  and  others.   In  my  testimony  today,  I  will  briefly 
summarize  our  major  conclusions  and  recommendations,  provide  our 
views  on  H.R.  4503,  and  then  answer  any  questions  you  or  the  other 
members  may  have. 

In  the  past  2  decades,  fundamental  changes  in  global  financial 
markets--particularly  the  increased  volatility  of  interest  rates 
and  currency  exchange  rates --prompted  a  number  of  public  and 
private  institutions  to  develop  and  use  derivatives.   Derivatives 
use  was  accelerated  by  the  continuing  globalization  of  commerce  and 
financial  markets  and  major  advances  in  finance,  information 
processing,  and  communications  technology. 

Derivatives  are  financial  products  whose  values  are  based  on  the 
value  of  an  underlying  asset,  reference  rate,  or  index.   We  focused 
on  four  basic  types  of  derivatives:   forwards,  futures,  options, 
and  swaps.   These  basic  products  can  also  be  combined  to  create 
more  complex  derivatives.   Some  derivatives  are  standardized 
contracts  traded  on  exchanges.   Others  are  customized  contracts 
that  include  negotiated  terms,  such  as  amounts,  payment  timing,  and 
interest  or  currency  rates .   When  contracts  are  not  traded  on  an 
exchange,  they  are  called  over-the-counter  (OTC)  derivatives. 
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Derivatives  serve  important  functions  in  the  global  financial 
marketplace.   Among  their  benefits,  derivatives  provide  end-users 
with  opportunities  to  better  manage  financial  risks  associated  with 
their  business  transactions,  which  is  called  hedging.   They  also 
provide  opportunities  to  profit  from  anticipated  movements  in 
market  prices  or  rates,  which  is  called  speculating.   Derivatives 
activities  had  grown  to  at  least  $12  trillion  in  notional  amount  by 
the  end  of  1992.   This  growth  and  the  increasing  complexity  of 
derivatives  reflect  both  the  increased  demand  from  end-users  for 
better  ways  to  manage  their  financial  risks  and  the  innovative 
capacity  of  the  financial  services  industry  to  respond  to  market 
demands . 

Because  of  derivatives  growth  and  Increasing  complexity.  Congress, 
federal  regulators,  and  some  members  of  the  industry  are  concerned 
about  the  risks  derivatives  may  pose  to  the  financial  system, 
individual  firms,  investors,  and  U.S.  taxpayers.   These  concerns 
have  been  heightened  by  recent  reports  of  substantial  losses  by 
some  derivatives  end-users,  including  losses  totaling  in  the 
hundreds  of  millions  of  dollars  by  U.S.  firms.   The  largest  recent 
loss  reported  was  by  a  German  firm  that  involved  assistance  of  more 
than  $2  billion  from  about  120  banks. 

Wo  found  that  much  OTC  derivatives  activity  in  the  United  States  is 
concentrated  among  15  major  U.S.  dealers  that  are  extensively 
linked  to  one  another,  end-users,  and  the  exchange-traded  markets. 
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For  example,  as  of  December  1992,  the  top  seven  domestic  bank  OTC 
derivatives  dealers  accounted  for  more  than  90  percent  of  total 
U.S.  bank  derivatives  activity.   Similarly,  regulatory  data 
indicate  that  the  top  five  U.S.  securities  firms  dealing  in  OTC 
derivatives  accounted  for  about  87  percent  of  total  derivatives 
activity  for  all  U.S.  securities  firms.   Substantial  linkages  also 
exist  between  these  major  U.S.  derivatives  dealers  and  foreign 
derivatives  dealers.   For  example,  14  major  U.S.  OTC  derivatives 
dealers  reported  to  us  that  transactions  with  foreign  dealers 
represented  an  average  of  about  24  percent  of  their  combined 
derivatives  notional  amounts. 

This  combination  of  global  involvement,  concentration,  and  linkages 
means  that  the  sudden  failure  or  abrupt  withdrawal  from  trading  of 
any  of  these  large  U.S.  dealers  could  cause  liquidity  problems  in 
the  markets  and  could  also  pose  risks  to  the  others,  including 
federally  insured  banks  and  the  financial  system  as  a  whole. 
Although  the  federal  government  would  not  necessarily  intervene 
just  to  keep  a  major  OTC  derivatives  dealer  from  failing,  the 
federal  government  would  be  likely  to  Intervene  to  keep  the 
financial  system  functioning  in  cases  of  severe  financial  stress. 
While  federal  regulators  have  often  been  able  to  keep  financial 
disruptions  from  becoming  crises,  in  some  cases  intervention  has 
and  could  result  In  a  financial  bailout  paid  for  or  guaranteed  by 
taxpayers . 
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Primary  responsibility  for  effective  management  of  a  firms' 
financial  risks  rests  with  boards  of  directors  and  senior 
management.   A  system  of  strong  corporate  governance,  such  as  that 
required  undsr  the  FDIC  Improvement  Act  for  large  banks  and 
thrifts,  is  particularly  critical  for  managing  derivatives 
activities,  because  they  can  affect  the  financial  well-being  of  the 
entire  firm.   Until  recently,  however,  no  comprehensive  guidelines 
existed  against  which  boards  and  senior  managers  could  measure 
their  firms'  risk-management  performance.   In  1993  a  Group  of 
Thirty-sponsored  study  identified  improvements  that  were  needed  in 
derivatives  risk-management  and  recommended  benchmark  practices  for 
the  industry.   The  Office  of  the  Comptroller  of  the  Currency  and 
the  Federal  Reserve  also  issued  guidelines  for  the  banks  they 
oversee. 

Regulators  and  market  participants  said  improvements  in  risk- 
management  systems  have  already  been  made  as  a  result  of  the  Group 
of  Thirty  recommendations  and  federal  guidelines.   However,  we 
noted  that  no  regulatory  mechanism  exists  to  bring  all  major 
dealers  into  compliance  with  these  recommendations  and  guidelines. 
Further,  while  actions  the  major  dealers  have  reported  taking  are 
Important,  the  federal  government  also  has  responsibility  for 
ensuring  that  safeguards  exist  to  protect  the  overall  financial 
system. 
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Federal  regulators  have  begun  to  address  derivatives  activities 
through  a  variety  of  means,  but  significant  gaps  and  weaknesses 
exist  in  the  regulation  of  many  major  dealers.   For  example, 
securities  regulators  have  limited  authority  to  regulate  the 
financial  activities  of  securities  firm  affiliates  that  conduct  OTC 
derivatives  activities.   Insurance  companies'  OTC  derivatives 
affiliates  are  subject  to  limited  state  regulation  and  have  no 
federal  oversight.   Yet  OTC  derivatives  affiliates  of  securities 
and  insurance  firms  constitute  a  rapidly  growing  component  of  the 
derivatives  markets.   The  growth  rate  of  OTC  and  exchange-traded 
derivatives  was  100  percent  for  insurance  firms  and  77  percent  for 
securities  firms,  compared  with  41  percent  for  banks,  from  1990 
through  1992.   In  contrast  to  insurance  and  securities  regulators, 
bank  regulators  have  authority  to  supervise  all  the  financial 
activities  of  banks  and  their  holding  companies.   While  these 
regulators  have  improved  their  supervision  of  banks'  derivatives 
activities,  their  approach  still  has  weaknesses,  such  as  inadequate 
regulatory  reporting  requirements  and  insufficient  documentation 
and  testing  of  internal  controls  and  systems. 

Further  compounding  the  regulators'  problems  and  contributing  to 
the  lack  of  knowledge  by  investors,  creditors,  and  other  market 
participants  are  the  inadequate  rules  for  financial  reporting  of 
derivatives  activity.   We  found  that  accounting  standards  for 
derivatives,  particularly  those  used  for  hedging  purposes  by  end- 
users,  were  Incomplete  and  inconsistent  and  have  not  kept  pace  with 
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business  practices.   We  also  found  that  additional  disclosures  are 
needed  to  provide  a  clear  distinction  between  dealing,  speculative, 
and  hedging  activities,  and  to  quantify  interest  rate  and  other 
market  risks.   Insufficient  accounting  rules  and  disclosure  for 
derivatives  increase  the  likelihood  that  financial  reports  will  not 
fairly  represent  the  substance  and  risk  of  these  complex 
activities.   In  addition,  the  lack  of  rules  for  certain  products 
makes  it  likely  that  accounting  for  these  products  will  be 
inconsistent,  thereby  greatly  reducing  the  comparability  of 
financial  reports. 

We  believe  that  innovation  and  creativity  are  strengths  of  the  U.S. 
financial  services  industry  and  that  these  strengths  should  not  be 
eroded  or  forced  outside  the  United  States  by  excessive  regulation. 
However,  we  also  believe  the  regulatory  gaps  and  weaknesses  that 
presently  exist  must  be  addressed,  especially  considering  the  rapid 
growth  in  derivatives  activity.   The  issue  is  one  of  striking  a 
proper  balance  between  (1)  allowing  the  U.S.  financial  services 
industry  to  grow  and  innovate  and  (2)  protecting  the  safety  and 
soundness  of  the  nation's  financial  system.   Achieving  this  balance 
will  require  unprecedented  cooperation  among  U.S.  and  foreign 
regulators,  market  participants,  and  members  of  the  accounting 
profession. 

Given  the  gaps  and  weaknesses  that  impede  regulatory  preparedness 
for  dealing  with  a  financial  crisis  associated  with  derivatives,  we 
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reconunend  that  Congress  require  federal  regulation  of  the  safety 
and  soundness  of  all  major  U.S.  OTC  derivatives  dealers.   The 
immediate  need  is  for  Congress  to  bring  the  currently  unregulated 
OTC  derivatives  activities  of  securities  and  insurance  firm 
affiliates  under  the  purview  of  one  or  more  of  the  existing  federal 
financial  regulators  and  to  ensure  that  derivatives  regulation  is 
consistent  and  comprehensive  across  regulatory  agencies.   We  also 
recommend  that  the  financial  regulators  take  specific  actions  to 
improve  their  capabilities  to  oversee  OTC  activities  and  to 
anticipate  or  respond  to  any  financial  crisis  involving 
derivatives.   Our  recommendations  also  address  the  critical  roles 
of  the  boards  of  directors  and  senior  managements  of  the  major 
derivatives  dealers  and  end-users  and  the  need  for  improved 
accounting  standards  and  disclosure  requirements  for  derivatives 
activities. 

In  this  regard,  the  committee's  bill,  H.R.  4503,  is  a  step  toward 
improving  the  regulation  of  certain  financial  institutions  that  are 
dealers  and  end-users  of  derivatives.   The  committee  should  be 
commended  for  addressing  this  difficult  and  controversial  issue  and 
producing  a  constructive  piece  of  legislation.   The  bill  would 
require  regulators  to  establish  consistent  standards  for 
accounting,  disclosure,  capital,  and  examinations;  could  result  in 
better  call  report  data,  including  information  on  revenue  gains  and 
losses  by  class  of  product;  would  provide  regulators  greater  access 
to  information  in  an  emergency;  and  would  encourage  international 
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cooperation  to  harmonize  derivatives  regulation.   These  provisions 
are  consistent  with  the  recommendations  in  our  report. 

Our  recommendations  also  include  other  types  of  information  that 
need  to  be  disclosed  and  would  improve  the  timing  of  routine 
information  collected  by  regulators.   Information  on  concentrations 
of  counterparty  risk  could  help  regulators  anticipate  and  respond 
to  a  financial  crisis  at  a  particular  institution,  as  well  as 
recognize  potential  problems  from  concentrations  of  risk  across 
many  institutions.   We  also  recommend  better  reporting  about  the 
purposes  of  derivatives  use,  such  as  hedging  or  speculating.   The 
timing  of  Information  is  also  important  as  the  values  of  an 
institution's  positions  can  change  quickly.   Call  report  data  that 
is  reported  quarterly  or  less  often  is  not  frequent  enough  for 
regulators  to  know  whether  an  institution  is  having  financial 
difficulty.   We  recommend  that  the  regulators  work  with  the 
industry  to  develop  methods  for  the  regulators  to  obtain  more 
timely  information. 

The  bill's  requirement  for  financial  institutions  that  are 
derivatives  dealers  and  end-users  to  have  written  management  plans 
for  their  boards  of  directors  would  help  improve  their  corporate 
governance.   We  would  also  recommend  that  these  plans  include  the 
roles  and  responsibilities  of  the  boards,  audit  committees, 
management,  and  internal  and  external  auditors.   This  would  be 
consistent  with  our  recommendations  that  major  over-the-counter 
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derivatives  dealers  and  end-users  have  independent,  knowledgeable 
audit  committees  and  have  internal  control  reporting  by  boards  of 
directors,  managers,  and  external  auditors  that  includes 
assessments  of  derivatives  risk  management  systems. 

Because  of  the  committee's  jurisdictional  boundaries,  the  proposed 
bill  does  not  include  major  derivatives  dealers  that  are  the 
affiliates  of  securities  firms  and  insurance  companies.   Important 
regulatory  gaps  still  remain  for  these  nonbank  dealers.   We  have 
recommended  that  your  committee  work  with  the  other  committees  of 
jurisdiction  both  to  craft  appropriate  legislation  to  bring  major 
nonbank  dealers  under  some  regulatory  supervision  and  to  begin  to 
systematically  address  the  need  to  revamp  and  modernize  the  entire 
U.S.  financial  regulatory  system.   Filling  these  regulatory  gaps 
and  addressing  how  the  U.S.  regulatory  system  should  be 
restructured  to  better  reflect  the  realities  of  today's  rapidly 
evolving  global  financial  markets  are  among  the  most  important 
activities  of  these  committees.   In  the  interim,  we  encourage  you 
to  proceed  with  your  proposed  legislation.   It  is  a  valuable  step 
toward  improving  derivatives  regulation  for  major  derivatives 
dealers  and  end-users . 


Mr.  Chairman;  this  concludes  my  prepared  statement.   We  will  be 
pleased  to  answer  questions. 
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This  report  responds  to  requests  concerning  derivjitive  products.  Our  objectives  were  to 
determine  (1)  what  the  extent  and  nature  of  derivatives  use  was,  (2)  what  risks  derivatives 
might  pose  to  individual  firms  and  to  the  fin£mcial  system  and  how  firms  and  regulators  were 
attempting  to  control  these  risks,  (3)  whether  gaps  and  inconsistencies  existed  in  U.S. 
regulation  of  derivatives,  (4)  whether  existing  accounting  rules  resulted  in  financial  reports  that 
provided  market  participants  and  investors  adequate  information  about  firms'  use  of 
derivatives,  and  (5)  what  the  implications  of  the  international  use  of  derivatives  were  for  U.S. 
regulations. 

We  are  sending  copies  of  this  report  to  other  appropriate  congressional  committees  and 
executive  branch  agencies,  including  the  Secretary  of  the  Treasury,  the  ChEiirman  of  the 
Securities  and  Exchange  Commission,  the  Acting  Chairman  of  the  Commodity  Futures  Trading 
Commission,  the  Chairman  of  the  Federal  Reserve  Board,  the  Comptroller  of  the  Currency,  the 
Acting  Chairman  of  the  Federal  Deposit  Insurance  Corporation,  and  the  Acting  Director  of  the 
Office  of  Thrift  Supervision  and  other  interested  parties.  We  will  also  make  copies  available  to 
others  on  request 

This  report  was  prepared  under  the  direction  of  James  L.  Bothwell,  Director,  Financial 
Institutions  and  Markets  Issues,  who  may  be  reached  on  (202)  512-8678  if  you  or  your  offices 
have  any  questions.  Msuor  contributors  are  listed  in  appendix  VI. 
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Comptroller  General 
ofthe  United  States 
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rx  Severe  financial  shocks  of  the  1980s — the  1987  market  crash;  the  savings 

r  UrpObt;  gjjij  jijgj^  crisis;  and  the  failures  of  msyor  banks,  securities  firms,  and 

insurance  companies — cost  billions  of  dollars.  As  part  of  an  effort  to  better 
anticipate  and  prevent  future  financial  crises,  Congress  and  federal 
regulators  have  focused  on  the  increasing  use  of  financial  products  known 
as  derivatives.  Derivatives  have  enabled  commercial  corporations, 
governments,  financial  firms,  and  other  institutions  in  the  United  States 
and  worldwide  to  reduce  their  exposure  to  fluctuations  in  interest  rates, 
currency  exchange  rates,  and  the  prices  of  equities  and  commodities. 
Derivatives  also  have  enabled  users  to  reduce  funding  costs  and  speculate 
on  changes  in  market  rates  and  prices.  TTie  market  value  of  a  derivatives 
contract  is  derived  fi-om  a  reference  rate,  index,  or  the  value  of  an 
underlying  asset — hence  the  term  "derivative."' 

Congress,  federal  regulators,  and  some  market  participants  were 
concerned  that  knowledge  of  how  to  manage  and  oversee  risks  associated 
with  derivatives  may  not  have  kept  pace  with  their  increased  use.  These 
concen\s  have  been  heightened  by  recent  reports  of  m^or  losses  from 
derivatives  use.  gag's  principal  objectives  were  to  determine  (1)  what  risks 
derivatives  might  pose  to  individual  firms  and  to  the  financial  system  and 
how  firms  and  regulators  were  attempting  to  control  these  risks, 
(2)  whether  gaps  and  inconsistencies  existed  in  U.S.  regulation  of 
derivatives,  (3)  whether  existing  accounting  rules  resulted  in  financial 
reports  that  provided  market  participants  and  investors  adequate 
information  about  firms'  use  of  derivatives,  and  (4)  what  the  implications 
of  the  international  use  of  derivatives  were  for  U.S.  regulation. 


■p„  _!--__ . ._  J  In  the  past  2  decades,  fundamental  changes  in  global  financial 

r>aX;KgrOUIia  markets — particularly  the  increased  volatility  of  interest  rates  and 

currency  exchange  rates — prompted  a  number  of  public  and  private 
institutions  to  develop  and  use  derivatives.  Derivatives  use  was 
accelerated  by  the  continuing  globalization  of  commerce  and  fii\ancial 
markets  and  by  m^or  advances  in  finance,  information  processing,  and 
communications  technology. 

The  best  available  data  indicate  that  the  total  volume  of  worldwide 
derivatives  outstanding  as  of  year-end  1992  was  at  least  $12. 1  trillion  in 
terms  of  the  notional,  or  principal,  amount  of  derivatives  contracts.  The 
notional  amount  is  one  way  that  derivatives  activity  is  measured.  However, 


'The  underlying  assets,  rates,  and  indexes  that  detenraiw  the  value  of  derivatives  include  stiscks, 
boii<l».  commodities,  interest  rates,  foreign  currency  exchange  rates,  and  indexes  that  reflect  the 
coUectave  value  of  uiHleriying  fitmncial  products- 
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it  is  not  a  meaningful  measure  of  the  actual  risk  involved.  The  actual 
amounts  at  risk  for  many  derivative  products  vary  both  by  the  type  of 
product  and  the  type  of  risk — credit,  market,  legal,  or  operational  For 
example,  derivatives  credit  risk  is  the  exposure  to  the  possibility  of  loss 
resulting  from  a  counterparty's  failure  to  meet  its  financial  obligations. 
Gross  credit  risk  for  14  m^or  U.S.  financial  institutions  that  responded  to 
a  GAO  survey  was  $1 14  billion,  or  1.8  percent  of  their  $6.5-trillion  notional 
amount,  as  of  year-end  1992. 

Other  kinds  of  risk  can  be  more  difficult  to  measure  than  credit  risk  and 
can  also  result  in  significantly  larger  exposures  for  firms  depending  on  the 
type  of  product  and  the  way  it  is  used.  Because  of  the  numerous 
combinations  of  products  and  types  of  risks,  no  single  measure  exists  that 
reflects  the  actual  amount  at  risk  from  derivatives  activities. 

But  firms  that  use  derivatives  can  sustain  significant  losses.  For  example, 
in  late  1993,  the  U.S.  subsidiary  of  a  large  German  commodities  firm 
reportedly  incurred  msyor  losses  on  various  derivatives  contracts  related 
to  oil  prices.  Financial  assistance  reportedly  involving  mors  than  120 
international  banks  and  about  $2  billion  was  needed  to  resolve  the  crisis. 
Poor  operations  controls  were  reportedly  responsible  for  allowing  the 
losses  at  this  firm  to  grow  to  such  levels.  Reports  are  also  beginning  to 
appear  about  unanticipated  derivatives  losses  totaling  in  the  hundreds  of 
millions  of  dollars  by  some  U.S.  firms. 

The  four  basic  types  of  derivative  products  that  gao  focused  on  were 
forwards,  futures,  options,  and  swaps.  These  basic  products  can  be 
combined  to  create  more  complex  derivatives.  As  shown  in  table  1,  some 
basic  derivatives  are  standardized  contracts  traded  on  exchanges.  Others 
are  customized  contracts  that  include  negotiated  terms,  such  as  amounts, 
payment  timing,  and  interest  or  currency  rates.  When  contracts  are  not 
traded  on  an  exchange,  they  are  called  over-the-counter  (otc)  derivatives. 
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TaUe  1:  The  Four  Major  Types  of  Derivatives 


Derivatives        Marlcet 


Definition 


Example 


Forwards 


OTC  markets  for 
customized  contracts 


Forwards  and  futures  obligate  the  holder 
to  buy  or  sell  a  specific  amount  or  value  of 
an  underlying  asset,  reference  rate,  or 
index  at  a  specified  price  on  a  specified 
future  date. 


A  U.S  importer  promises  to  buy 
machinery  at  a  future  date  for  a  price 
quoted  in  German  currency.  The  importer 
can  use  a  fonward  contract — or  a  futures 
contract,  if  one  is  available  that  meets  the 
firm's  needs— to  fix  the  dollar  cost  of 
converting  to  German  currency  at  that 
future  date.  Thus,  the  importer  avoids  a 
loss  if  the  dollar  cost  of  German  currency 
increases  between  the  purchase  and 
delivery  dates. 


Futures 


Organized  exchanges 
primarily  for 
standardized  contracts 


Options 


OTC  and  exchanges 


Options  contracts  grant  their  purchasers 
the  right  but  not  the  obligation  to  buy  or 
sell  a  specific  amount  of  the  underlying  at 
a  particular  price  within  a  specified  period. 


A  mutual  fund  buys  an  option  on  a  given 
amount  of  Treasury  bills.  The  fund  will 
benefit  if  the  price  of  the  Treasury  bills 
moves  in  a  favorable  direction.  If  the  price 
moves  in  an  unfavorable  direction,  the 
fund  will  not  recover  the  option's  price. 


Swaps 


OTC 


Swaps  are  agreements  between 
counterparties  to  make  periodic  payments 
to  each  other  for  a  specified  period  In  a 
simple  interest  rate  swap,  one  party 
makes  payments  based  on  a  fixed  interest 
rate,  while  the  counterparty  makes 
payments  based  on  a  variable  rate  The 
contractual  payments  are  based  on  a 
notional  amount  that  for  interest  rate 
swaps  is  never  actually  exchanged. 


A  bank  has  a  portfolio  of  loans  whose 
floating  rates  must  be  adjusted  frequently 
because  they  are  tied  to  changes  in 
market  interest  rates.  The  bank  also  has 
deposits  that  pay  customers  at  rates  that 
are  adjusted  infrequently  This  bank  has 
interest  rate  risk,  because  a  decline  in 
interest  rates  reduces  the  interest  receipts 
on  Its  loans  but  not  the  interest  payments 
the  bank  must  pay  depositors.  The  bank 
may  enter  into  an  interest  rate  swap  with 
another  financial  institution  to  hedge  its 
interest  rate  risk 


Source;  GAO 


Participants  in  derivatives  markets  include  end-users  and  dealers.  Rrms 
that  use  derivatives  to  manage  (hedge)  their  financial  risks  or  to  speculate 
are  called  end-users.  They  include  financial  institutions,  commercial  firms, 
mutual  and  pension  funds,  and  some  government  entities. 
Dealers — usually  large  banks,  securities  firms,  insurance  companies,  or 
their  affiliates — can  use  derivatives  for  the  same  purposes  as  end-users, 
but  as  dealers,  they  also  earn  income  by  meeting  the  demand  for 
derivatives.  To  the  extent  tiiat  dealers  are  willing  to  buy  or  sell  derivatives, 
they  provide  liquidity  to  the  OTC  markets.  In  liquid  markets,  a  large  number 
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of  contracts  can  be  entered  into  easily,  without  unduly  affecting  market 
and  price  stability. 

Thousands  of  institutions  use  derivatives,  but  OTC  dealing  activity  is 
concentrated  among  a  relatively  few  financial  firms  worldwide.  U.S.  bank 
regulatory  data  on  the  notional  amount  of  derivatives  contracts  indicate 
that  as  of  December  1992,  the  top  seven  domestic  bank  otc  derivatives 
dealers  accounted  for  more  than  90  percent  of  total  U.S.  bank  derivatives 
activity.  Similarly,  securities'  regulatory  data  indicate  that  the  top  five  U.S. 
securities  firms  dealing  in  otc  derivatives  accounted  for  about  87  percent 
of  total  derivatives  activity  for  all  U.S.  securities  firms.  U.S.  dealers  were  a 
m^or  part  of  world  activity  and,  according  to  industry  sources,  accounted 
for  about  half  of  the  total  volume  of  otc  derivatives  activity  worldwide. 

General  types  of  controls  over  risks  associated  with  derivatives  activities 
include  management  and  regulatory  controls.  Management  controls 
include  the  oversight  efforts  of  firms'  boards  of  directors  and  senior 
management  The  boards  and  senior  managers  are  primarily  responsible 
for  ensuring,  with  the  assistance  of  audit  committees  and  external 
auditors,  the  effectiveness  of  their  institutions'  derivatives 
risk-management  systems.  Regulatory  controls  include  requirements  for 
information  reporting,  capital,  and  examinations.  Consistent,  reliable,  and 
complete  financial  reporting  of  derivatives  aictivities  provides  for  both 
effective  management  and  regulatory  oversight 

GAG  focused  this  report  on  derivatives  but  recognizes  that  many  of  the 
issues  addressed  by  the  report,  such  as  risk  management  and  corporate 
governance,  have  broader  application  to  firms'  overall  activities. 


Results  in  Brief  Derivatives  serve  an  important  function  in  the  global  financial 

marketplace,  providing  end-users  with  opportunities  to  better  manage 
financial  risks  associated  with  their  business  transactions.  The  rapid 
growth  and  increasing  complexity  of  derivatives  reflect  both  the  increased 
demand  from  end-users  for  better  ways  to  manage  their  financial  risks  and 
the  innovative  capacity  of  the  financial  services  industry  to  respond  to 
market  demands.  However,  Congress,  federal  regulators,  and  some 
members  of  the  industry  are  concerned  about  these  products  and  the  risks 
they  may  pose  to  the  fmancial  system,  individual  firms,  investors,  and  U.S. 
taxpayers.  These  concerns  have  been  heightened  by  recent  reports  of 
substantial  losses  by  some  derivatives  end-users. 
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Derivatives  activities  are  rapidly  expstnding  and  increasingly  affected  by 
the  globalization  of  commerce  and  financial  markets.  Much  OTC  derivatives 
activity  in  the  United  States  is  concentrated  among  15  m^or  U.S.  dealers 
that  are  extensively  linked  to  one  another,  end-users,  and  the 
exchange-traded  markets.  This  combination  of  global  involvement, 
concentration,  and  linkages  means  that  the  sudden  failure  or  abrupt 
withdrawal  from  trading  of  any  of  these  large  dealers  could  cause  liquidity 
problems  in  the  markets  and  could  also  pose  risks  to  the  others,  including 
federally  insured  banks  and  the  financial  system  as  a  whole.  Although  the 
federal  government  would  not  necessarily  intervene  just  to  keep  a  m^or 
OTC  derivatives  dealer  from  failing,  the  federal  government  would  be  likely 
to  intervene  to  keep  the  financial  system  fimctioning  in  cases  of  severe 
financial  stress.  While  federal  regulators  have  often  been  able  to  keep 
financial  disruptions  from  becoming  crises,  in  some  cases  intervention  has 
and  could  result  in  industry  loans  or  a  financial  bailout  paid  for  by 
taxpayers. 

GAO  found  that  no  comprehensive  industry  or  federal  regulatory 
requirements  existed  to  ensure  that  U.S.  ore  derivatives  dealers  followed 
good  risk-management  practices.  Strong  corporate  governance  is  critical 
to  the  success  of  any  risk-management  system  but  is  particularly  crucial 
for  managing  potentially  volatile  derivatives  activities.  Primary 
responsibility  for  risk  mai\agement  rests  with  boards  of  directors  and 
seruor  management  Until  recently,  no  comprehensive  guidelines  existed 
against  which  firms  could  measure  their  risk-management  performance. 
The  Group  of  Thirty^  sponsored  a  study  that  recommended  benchmark 
risk-management  practices  for  the  industry.^  The  study  indicated  that  not 
all  industry  participants  were  following  those  practices.  Regulators  have 
recently  issued  guidelines  for  certain  bank  dealers,  and  both  regulators 
and  market  participants  said  improvements  in  risk-management  systems 
have  already  been  made  as  a  result  of  these  recommendatioi\s  and 
guidelines.  However,  gag  noted  that  no  regulatory  mechanism  existed  to 
bring  all  m^or  ore  dealers  into  compliance  with  them. 

GAG  also  noted  that  in  such  a  rapidly  growing  and  dynamic  industry,  new 
participants  are  likely  to  enter  the  market  Some  of  these  new  entrants 
may  not  be  as  knowledgeable  as  present  dealers  or  may  take  on 
unwarranted  risk  in  an  attempt  to  gain  market  share  or  increase  profits.  In 
either  case,  systemic  risk  could  increase.  Each  of  the  15  nuyor  U.S.  ore 

^e  Group  of  Thirty  is  an  international  financial  policy  organization  whose  members  include 
representatives  of  centra  banks,  international  banks  and  securities  firms,  and  academia. 

^Derivatives:  Practices  and  Principles,  The  Group  of  Thirty  (Washington,  D.C:  Jiily  1993). 
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derivatives  dealers  gao  visited  has  reported  makiiig  considerable 
investments  in  its  risk-management  systems.  While  the  m^uor  dealers  have 
reported  taking  actions  to  improve  their  risk-management  systems,  gao 
beheves  that  the  federal  government  also  has  responsibility  for  ensuring 
that  safeguards  exist  to  protect  the  financial  system. 

Federal  regulators  have  begun  to  address  derivatives  activities  through  a 
variety  of  means,  but  significant  gaps  and  weaknesses  exist  in  the 
regulation  of  many  msyor  ore  derivatives  dealers.  For  example,  securities 
regulators  have  limited  authority  to  oversee  the  financial  activities  of 
securities  firm  affiliates  that  conduct  the  ore  derivatives  activities. 
Insurance  companies'  OTC  derivatives  affiliates  are  subject  to  limited  state 
regulation  and  have  no  federal  oversight.  Yet  OTC  derivatives  affiliates  of 
securities  and  insurance  firms  constitute  a  rapidly  growing  component  of 
the  derivatives  markets.  In  contrast,  bank  regulators  have  authority  to 
supervise  all  the  financial  activities  of  banks  and  their  holding  companies. 
While  these  regulators  have  improved  their  supervision  of  banks' 
derivatives  activities,  their  approach  still  has  weaknesses,  such  as 
insufficient  regulatory  reporting  requirements  and  inadequate 
documentation  and  testing  of  internal  controls. 

Further  compounding  the  regulators'  problems  and  contributing  to  the 
lack  of  knowledge  by  investors,  creditors,  and  other  market  participants 
£ire  inadequate  rules  for  financial  reporting  of  derivatives  activity,  gao 
found  that  accounting  standards  for  derivatives,  particularly  those  used 
for  hedging  purposes  by  end-users,  were  incomplete  and  inconsistent  and 
have  not  kept  pace  with  business  practices.  Insufficient  accounting  rules 
for  derivatives  increase  the  likelihood  that  financial  reports  will  not  fairly 
represent  the  substance  and  risk  of  these  complex  activities.  In  addition, 
the  lack  of  rules  for  certain  products  makes  it  likely  that  accounting  for 
these  products  will  be  inconsistent,  thereby  greatly  reducing  the 
comparability  of  financial  reports. 

GAG  beUeves  that  innovation  and  cresitivity  are  strengths  of  the  U.S. 
financial  services  industry  and  that  these  strengths  should  not  be  eroded 
by  excesave  regulation.  However,  gad  also  beUeves  the  regulatory  gaps 
and  weaknesses  that  presently  exist  must  be  addressed,  especially 
considering  the  rapid  growth  in  derivatives  activity.  The  issue  is  one  of 
striking  a  proper  balance  between  (1)  allowing  the  U.S.  financial  services 
industry  to  grow  and  iimovate  and  (2)  protecting  the  safety  and  soundness 
of  the  nation's  financial  system.  Achieving  this  bcdance  will  require 
unprecedented  cooperation  among  U.S.  and  foreign  regulators,  market 
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participants,  and  members  of  the  accounting  profession,  gao  makes 
recommendations  designed  to  help  Congress,  the  regulators,  and  the 
industry  address  this  issue. 


Derivatives  Risk 
Management  Requires 
Comprehensive  Oversight 


llie  risks  posed  by  derivatives  use  include  (1)  credit  risk  (as  defined 
earlier);  (2)  market  risk  (adverse  movements  in  the  price  of  a  financial 
asset  or  commodity);  (3)  legal  risk  (an  action  by  a  court  or  by  a  regulatory 
or  legislative  body  that  could  invalidate  a  financial  contract);  and 
(4)  operations  risk  (inadequate  controls,  deficient  procedures,  human 
error,  systern  failure,  or  fraud).  TTjese  general  types  of  risk  exist  for  many 
financial  activities,  but  the  specific  risks  in  derivatives  activities  are 
relatively  difficult  to  manage,  in  part,  because  of  the  complexity  of  some  of 
these  products  and  the  difficulties  in  measuring  these  risks.  For  example, 
because  derivatives  might  be  used  in  coiyunction  with  other  assets  and 
liabilities,  measuring  the  extent  of  market  risks  of  derivative  products 
alone  is  not  sufficient  to  understand  firms'  total  market  risk. 

Regulatory  examinations  of  the  m^or  bank  dealers  that  were  done  from 
1990  through  1992  identified  some  serious  weaknesses  in  these  dealers' 
risk-management  systems,  such  as  failure  to  set  or  follow  risk  limits.  The 
July  1993  Group  of  Thirty  report  recommended  derivatives 
risk-management  practices  that  boards  of  directors  and  senior  managers 
could  use  as  benchmarks  against  which  to  measure  their  firms' 
improvements  in  risk-management  practices.  A  survey  of  80  dealers  that 
was  done  as  part  of  the  report  indicated  that  the  risk-management  systems 
of  these  dealers  did  not  conform  with  all  of  the  report's  recommendations. 
However,  the  report  indicated  that  mjuor  dealers  followed  the 
recommended  practices  more  completely  than  did  other  firms. 
Subsequently,  the  Office  of  the  Comptroller  of  the  Currency  and  the 
Federal  Reserve  issued  guidance  on  risk-management  practices  for  the 
banks  they  supervise  that  was  consistent  with  the  Group  of  Thirty 
recommendations.  Regulators  and  the  15  msuor  ore  dealers  gao  visited 
said  that  improvements  in  risk-management  systems  have  been  made  in 
response  to  both  the  Group  of  Thirty  recommendations  and  bank 
guidance.  However,  gag  noted  that  the  Group  of  Thirty  recommendations 
did  not  have  the  force  of  regulation  and  the  bank  guidance  only  appUed  to 
certain  banks. 
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Boards  of  directors,  senior  managers,  audit  committees,  and  external 
auditors  all  have  important  roles  in  ensuring  that  derivatives  risks  are 
managed  effectively.  Prior  gao  work  showed  weak  corporate  governance 
systems  were  a  common  feature  of  failed  financial  institutions.  Congress 
recognized  this  weakness  in  enacting  the  Federal  Deposit  Insurctnce 
Corporation  Improvement  Act  of  1991  (fdicia),  which  required 
management  of  large  banks  and  thrifts  to  perform  annual  comprehensive 
assessments  of  their  internal  control  systems  for  financial  reporting  and 
establish  independent  audit  committees.  It  also  required  external  auditors 
to  report  on  managements'  assessments. 


fdicia's  requirements  do  not  apply  to  all  m^or  dealers  and  end-users  of 
complex  derivative  products.  Nonetheless,  strong  internal  control  systems; 
independent,  knowledgeable  audit  committees;  and  public  reporting  on 
internal  controls  are  critical  to  firms  engaged  in  complex  derivatives 
activities  and  should  play  an  important  role  in  ensuring  sound  financial 
operations  and  protecting  shareholder  interests  of  these  firms.  Thus,  gad 
encourages  the  boards  of  directors  of  m^or  dealers  and  end-users  of 
derivatives  that  have  not  already  done  so  to  establish  and  implement  these 
improvements. 


Regulatory  Gaps  Heighten 
Systemic  Risk 


Basic  regulatory  controls  did  not  exist  for  many  m^or  U.S.  OTC  derivatives 
dealers,  as  shown  in  table  2.  For  example,  bardcs — but  not  securities  or 
insurance  firm  affiliates — were  subject  to  regulatory  examinations.  In 
addition,  meyor  U.S.  otc  derivatives  dealers  that  were  affiliates  of 
securities  and  insurance  firms  were  not  required  to  hold  a  specific  amount 
of  coital  to  cushion  against  potential  derivatives-related  losses.  In 
contrast,  banks  that  were  OTC  derivatives  dealers  had  capital  requirements. 
Further,  only  banks  and  securities  firm  affiliates  were  required  to  submit 
information  routinely  on  derivatives  activities.  But  this  information  was 
submitted  quarterly  and  did  not  include  comprehensive  counterparty 
concentrations  or  sufficient  detail  on  the  type  and  amount  of  derivaitives 
earnings. 
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TaUe  2:  U.S.  Regulatory  Oversight  of  OTC  Derivatives  Activities  of  Rnancial  Institutions  and  Financial  Institution  Affiliates 
asotApfii1994  


Type  of  institution 


Examination  requirements 


Capital  requirements 


Reporting  requirements 


Banks 


Banks  are  subject  to  annual 
examinations.  Those  major 
OTC  derivatives  dealers 
regulated  by  the  Office  of  the 
Comptroller  of  the  Currency  are 
subject  to  continuous  on-site 
examinations. 


For  credit  risk,  banks  are  to 
hold  capital  against  their 
denvatives'  positions  equal  to  8 
percent  of  the  adjusted  value  of 
their  positions.  The  adjustments 
serve  to  reduce  required 
capital,  depending  on  the  type 
of  counterparty  and  the 
maturity  of  the  contract.  Since 
March  1994.  these  firms  also 
must  hold  at  least  3  percent  of 
the  unadjusted  replacement 
cost  of  certain  contracts. 


Banks  are  to  report  quarterly 
their  total  derivatives  notional 
amounts  by  product  type  They 
also  are  to  report  the  total 
gross  replacement  cost  of 
these  positions.  Reporting  on 
individual  counterparty  credit 
exposures  is  not  required,  but 
the  exposures  may  be 
reviewed  by  regulatory  staff 
during  periodic  examinations. 


Securities  firm  affiliates 


None. 


None. 


Since  October  1992,  securities 
firm  affiliates  have  been 
required  to  report  quarterly 
their  total  derivatives  notional 
amounts  by  product  type  They 
also  virere  to  report  the  total 
gross  replacement  cost  of 
those  positions  Information  on 
individual  counterparty  credit 
exposures  is  to  be  reported 
only  when  exposures  are 
above  a  certain  threshold. 


Insurance  firm  affiliates 


None. 


None. 


Insurance  firm  affiliates' 
financial  information  is 
consolidated  with  parent 
company  reports. 


Source:  gao. 

The  largely  unregulated  activities  of  U.S.  OTC  derivatives  dealers  that  are 
afBliates  of  securities  and  insurance  companies  have  been  growing 
rapidly.  As  of  their  fiscal  year-end  1992,  the  five  m^or  securities  firms  and 
three  insurance  companies  whose  affiliates  had  the  highest  dollar  amount 
in  derivatives  outstanding  accounted  for  about  30  percent  of  the  U.S.  OTC 
dealers'  total  volume,  while  banks  accounted  for  about  70  percent 
However,  the  growth  rate  of  ore  and  exchange-traded  derivatives  from 
1990  through  1992  was  100  percent  for  insurance  firms  and  77  percent  for 
securities  firms,  compared  with  41  percent  for  banks. 

If  one  of  these  large  ore  dealers  failed,  the  failure  could  pose  risks  to  other 
firms — including  federally  insured  depository  Institutions — and  the 
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financial  system  as  a  whole.  Financial  linkages  among  firms  and  markets 
could  heighten  this  risk.  Derivatives  clearly  have  expanded  the  fmancial 
linkages  among  the  institutions  that  use  them  and  the  markets  in  which 
they  trade.  Various  studies  of  the  October  1987  market  crash  showed 
linkages  between  markets  for  equities  and  their  derivatives.  According  to 
those  studies,  prices  in  the  stock,  options,  and  futures  markets  were 
related,  so  that  disruptions  in  one  were  associated  with  disruptions  in  the 
others. 

The  concentration  of  OTC  derivatives  activities  among  a  relatively  few 
dealers  could  also  heighten  the  risk  of  liquidity  problems  in  the  ore 
derivatives  markets,  which  in  turn  could  pose  risks  to  the  financial  system. 
Because  the  same  relatively  few  m^or  ore  derivatives  dealers  now 
account  for  a  large  portion  of  trading  in  a  number  of  markets,  the  abrupt 
failure  or  withdrawal  fi-om  trading  of  one  of  these  dealers  could 
undermine  stability  in  several  markets  simultaneously,  which  could  lead  to 
a  chain  of  market  withdrawals,  possible  firm  failures,  and  a  systemic 
crisis.  The  federal  government  would  not  necessarily  intervene  just  to 
keep  a  m^or  OTC  derivatives  dealer  from  failing,  but  to  avert  a  crisis,  the 
Federal  Reserve  may  be  required  to  serve  as  lender  of  last  resort  to  any 
msyor  U.S.  OTC  derivatives  dealer,  whether  regulated  or  unregulated.  Two 
past  m^or  financial  disruptions  have  already  shown  hquidity  problems 
involving  securities,  foreign  exchange,  and  derivatives  markets — the  1987 
market  crash  and  the  1992  turmoil  in  European  currency  markets. 


Accounting  Principles  for 
Derivatives  Have  Not  Kept 
Pace  With  Business 
Practices 


Generally  Accepted  Accounting  Principles  are  not  adequate  to  ensure 
reliable  and  consistent  financial  reporting  of  derivatives  activities.  In 
particular,  accounting  rules  for  hedging  activities  are  incomplete  and 
inconsistent.  Thus,  investors,  market  participants,  and  regvUators  may  lack 
reliable  information  on  which  to  base  investment  and  business  decisions 
and  regulatory  actions.  In  the  absence  of  accounting  rules  for  certain 
derivatives,  accounting  practices  of  derivatives  market  participants  have 
been  shaped  by  common  industry  practice  and  the  adaptation  of  existing 
rules  for  similar  products.  This  approach  to  accounting  for  derivatives  is 
likely  to  result  in  inappropriate  and  inconsistent  financial  reporting  of 
derivatives  activities,  especially  reporting  of  hedging  activities  by 
end-users. 


To  address  concerns  about  the  extent  and  nature  of  the  use  of  derivatives 
and  other  financial  instruments,  the  Financial  Accounting  Standards  Board 
(fasb)  issued  two  disclosure  standards.  These  standards  require  disclosure 
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of  certain  risks  involved  in  holding  financial  instruments  and  the  fair  value 
of  these  instruments.  Because  of  the  limitations  of  the  existing  standards, 
FASB  recently  proposed  a  third  standard,  which  is  intended  to  require  more 
specific  and  comprehensive  disclosures  about  derivatives  activities.  This 
proposed  standard  is  an  improvement  over  existing  disclosure 
requirements.  However,  additional  disclosures  would  provide  financial 
statement  users  a  more  complete  understanding  of  derivatives  activities. 
While  disclosure  does  provide  important  information  about  derivatives 
activities  and  associated  risks,  it  is  no  substitute  for  accounting  standards 
that  promote  reliable  and  consistent  financial  reporting. 

FASB  recognizes  the  need  for  comprehensive  accounting  standards  for 
derivatives  and  other  financial  instruments,  fash  began  work  in  1986  to 
provide  comprehensive  accounting  standards  for  the  recogiution  and 
measurement  of  these  instruments  and  has  made  progress  in  developing 
standards  for  certain  financial  instruments.  However,  progress  on  the 
development  of  proposed  standards  for  derivatives  has  been  slow,  in  part, 
because  of  the  complexity  and  diversity  of  some  derivative  products  and 
particularly  because  of  controversy  over  how  to  account  for  products  used 
for  hedging  purposes,  fasb  has  been  unable  to  reach  agreement  on  basic 
accounting  questions  that  must  be  resolved  before  meaningful  progress 
can  be  made  to  develop  accounting  rules  for  derivatives. 

FASB  has  discussed  market  value  accounting  as  a  means  to  resolve  many  of 
the  derivatives  hedge  accounting  issues  it  faces.  While  gad  beUeves  that 
market  value  jiccounting  is  ultimately  the  best  solution  to  accounting  for 
all  financial  instruments,  including  derivatives,  gad  also  recognizes  that 
the  adoption  of  a  new  accounting  model  such  as  this  is  likely  to  take  some 
time.  Because  time  is  critical  for  providing  authoritative  accounting  rules 
for  derivatives,  it  may  not  be  feasible  to  strive  toward  comprehensive 
market  value  accounting  in  the  short  term.  However,  market  value 
accounting  should  be  fasb's  ultimate  objective. 


The  Protection  of 
Internationally  Linked 
Financieil  Systems 
Requires  Coordinated 
International  Efforts 


The  interrelationships  among  ore  derivatives  dealers  and  markets 
worldwide  increase  the  likelihood  that  a  crisis  involving  derivatives  will  be 
global  gag's  analysis  of  pubUcly  reported  information  indicated  that 
financial  institutions  woridwide  with  the  largest  derivatives  volumes,  in 
terms  of  notional  amounts,  included  firms  from  1 1  countries.  The  highest 
volume  firms  were  from  FYance,  Switzerland,  the  United  Kingdom,  and  the 
United  States.  These  firms  were  also  actively  conducting  derivatives 
activities  in  markets  outside  their  own  countries.  Data  provided  to  gag  by 
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14  m^or  U.S.  dealers  indicated  that  an  average  of  about  24  percent  of  their 
OTC  derivatives  volume  represented  transactions  with  foreign  dealers  as  of 
year-end  1992. 

The  m^or  ore  derivatives  dealers  in  the  countries  included  in  gao's  review 
were  subject  to  varying  types  of  regulation.  With  many  different  regulatory 
approaches,  strengthening  U.S.  derivatives  regulation  without 
coordinating  and  harmonizing  related  actions  with  foreign  countries  poses 
at  least  two  risks.  First,  U.S.  financial  institutions  would  remain  vulnerable 
to  a  crisis  that  began  abroad  and  spread  to  the  United  States  as  a  result  of 
the  ^obal  linkages  among  financial  institutions  and  markets.  Second, 
regulation  that  market  participants  viewed  as  too  severe  could  cause  firms 
to  move  their  derivatives  activities  outside  of  the  United  States.  However, 
coordinating  and  harmonizing  regulation  worldwide  has  been  difficult  to 
achieve.  The  United  States  should  continue  Its  leading  role  In  bringing 
greater  harmonization  to  International  regulation  of  financial  activities, 
including  derivatives. 


Recommendations 


Recominendations  to 
Congress 


Given  the  weaknesses  and  gaps  that  impede  regulatory  preparedness  for 
dealing  with  a  crisis  associated  with  derivatives,  gag  recommends  that 
Congress  require  federal  regulation  of  the  safety  and  soundness  of  all 
m^or  U.S.  OTC  derivatives  dealers.  Regulators  should  attempt  to  prevent 
financial  disruptions  from  turning  into  crises  and  resolve  crises  to 
minimize  risks  to  the  financial  system.  Ttius,  firms  that  become  Insolvent 
should  be  allowed  to  fall  but  to  do  so  In  an  orderly  fashion. 

The  immediate  need  Is  for  Congress  to  bring  the  currently  unregulated  orc 
derivatives  activities  of  securities  firm  and  insurance  company  affiUates 
under  the  purview  of  one  or  more  of  the  existing  federal  financial 
regulators  and  to  ensure  that  derivatives  regulation  Is  consistent  and 
comprehensive  across  regulatory  agencies.  This  could  be  done  In  several 
ways.  For  example,  one  legislative  proposal  would  accomplish  this  goal  by 
assigning  the  responsibility  for  the  uru-egulated  entities  to  the  Securities 
and  Exchange  Commission  (sec)  and  creating  an  Interagency  commission 
to  establish  principles  and  standards  for  each  federal  financial  regulator  to 
use  in  supervising  derivatives  activities.  Another  approach  could  be  based 
on  the  concept  that  underlies  the  arrangement  established  for  govenunent 
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securities  dealers.  Under  this  concept,  lead  responsibility  for  setting 
principles  and  standards  applicable  to  all  m^or  U.S.  derivatives  dealers 
woiM  be  divided  among  existing  agencies  on  the  basis  of  their  expertise 
and  mission.  Extensive  consultation  with  all  of  the  agencies  supervising 
derivatives  activities  would  be  required  before  any  principles  or  standards 
were  adopted. 


GAO  also  recommends  that  Congress  systematically  address  the  need  to 
revamp  and  modernize  the  entire  U.S.  financial  regulatory  system.  Gaps 
and  weaknesses  in  ore  derivatives  regulation  clearly  demonstrate  that  the 
existing  regulatory  structure  has  not  kept  pace  with  the  dramatic  and 
rapid  changes  in  the  domestic  and  global  financial  markets  that  have 
occurred  over  the  past  several  years.  Banking,  securities,  futures,  and 
insurance  are  no  longer  separate  and  distinct  industries  that  can  be  well 
regulated  by  the  existing  patchwork  quilt  of  federal  and  state  agencies. 
Many  issues  need  to  be  debated  and  decided,  including  the  appropriate 
uses  of  federally  insured  deposits  and  the  extent  to  which  they  should  be 
used  to  finance  large-scale  proprietary  trading  in  derivatives  or  other 
financial  instruments.  One  of  the  first  issues  that  needs  to  be  addressed  is 
how  the  U.S.  regulatory  system  should  be  restructured  to  better  reflect  the 
realities  of  today's  rapidly  evolving  global  financial  markets,  gao 
recommends  that  the  committees  of  jurisdiction  work  together  on  this 
issue.  In  addition,  these  committees  should  hold  hearings,  at  least 
annually,  on  developments  that  affect  the  safety,  soundness,  and  stability 
of  the  U.S.  financial  system. 


Recommendations  to 
Financial  Regulators 


GAG  recommends  that  the  appropriate  regulatory  authorities  take  the 
following  actions  to  improve  their  capability  to  oversee  ore  derivatives 
activities  and  to  anticipate  and  respond  to  any  financial  crisis  involving 
derivatives.  Developing  specific  solutions  should  involve  working  closely 
with  industry  representatives  to: 


Develop  and  maintain  accurate,  current,  and  centralized  information  that 

is  accessible  to  all  regulators,  including  information  on  the  extent  of  m^or 

ore  dealers'  counterpjuty  concentrations  and  the  sources  and  amounts  of 

their  derivatives  earnings. 

Develop  and  adopt  a  consistent  set  of  capital  standards  for  otc  derivatives 

dealers  sufficient  to  eiaure  that  all  of  the  msyor  risks  associated  with 

derivatives  are  reflected  in  capital. 

Establish  specific  requirements  for  independent,  knowledgeable  audit 

committees  and  internal  control  reporting  for  all  m^jor  OTC  derivatives 
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dealers.  Internal  control  reporting  by  boards  of  directors,  managers,  and 
external  auditors  should  include  assessments  of  derivatives 
risk-management  systems. 

•  Perform  comprehensive,  annual  examii\ations  of  the  adequacy  of  msyor 
OTC  derivatives  dealers'  risk-management  systems  using  a  consistent  set  of 
standards  established  for  this  purpose  and  including  consideration  of  the 
internal  control  assessments  performed  by  boards  of  directors, 
management,  and  auditors. 

•  Provide  leadership  in  working  with  industry  representatives  and 
regulators  from  other  m^or  countries  to  harmonize  disclosure,  capital, 
examination,  and  accounting  standards  for  derivatives. 


Recommendations  to 
FASB 


GAG  recommends  that  fasb: 

•  Proceed  expeditiously  to  issue  its  existing  exposure  draft  on  disclosures 
of  derivatives  and  fair  value  of  financial  ii\struments. 

•  Proceed  expeditiously  to  develop  and  issue  an  exposure  draft  that 
provides  comprehensive,  consistent  accounting  rules  for  derivative 
products,  including  expanded  disclosiue  requirements  that  provide 
additional  needed  information  about  derivatives  activities. 

•  Consider  adopting  a  market  value  accounting  model  for  all  fiiuutcial 
instruments,  including  derivative  products. 


Recommendations  to  SEC         Gao  recommends  that  SEC 


•  Elnsure  that  sec  registrants  that  are  msyor  end-users  of  complex  derivative 
products  establish  and  implement  corporate  requirements  for 
independent,  knowledgeable  audit  committees  and  public  reporting  on 
internal  controls.  Internal  control  reporting  by  boards  of  directors, 
managers,  and  external  auditors  should  include  assessments  of  derivatives 
risk-management  systems. 

•  Ensure  that  FASB  proceeds  expeditiously  to  develop  and  adopt 
comprehensive,  consistent  accounting  rules  and  disclosure  requirements 
for  derivative  products. 


Agency  Comments 


We  did  not  receive  formal  agency  comments  on  this  report  However,  we 
did  provide  senior  officials  of  the  administration,  U.S.  and  foreign  financial 
regulators,  the  m^uor  derivatives  dealers,  the  m^or  derivatives  exchanges, 
and  FASB,  as  well  as  other  industry  representatives  and  experts  an 
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opportunity  to  discuss  the  findings  and  conclusions  of  our  work.  We 
incorporated  their  comments  where  appropriate. 
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In  the  past  20  years,  fundamental  changes  in  global  financial  markets  have 
increased  the  demand  for  cost-effective  protection  against  risks  associated 
with  movements  in  foreign  exchange  and  interest  rates  as  well  as  equity 
and  conunodity  prices.  The  increase  in  the  volatility  of  foreign  exchange 
rates  began  in  the  early  1970s  after  the  world's  m^or  industrial  countries 
abandoned  the  Bretton  Woods  system  of  fixed  currency  rates.'  This 
system  collapsed  after  the  United  States  suspended  the  dollar's 
convertibility  into  gold.  It  was  replaced  by  the  current  floating  exchange 
rate  system  that  allows  currency  rates  to  fluctuate  in  response  So  supply 
and  demand.  Similarly,  an  increase  in  the  volatility  of  interest  rates 
occurred  following  changes  in  government  policy  that  allowed  interest 
rates  to  fluctuate  more  freely.^  Also,  institutions'  exposures  to  rate  and 
price  volatility  increased  because  of  growth  in  international  commerce 
and  finance. 


Derivatives  Address 
Uncertainties  in 
Global  Financial 
Markets 


Derivatives  are  globally  used  financial  products  that  have  evolved  to  meet 
the  demand  for  cost-effective  protection  against  risks  associated  with  rate 
and  price  movements.  Derivatives  essentially  unbundle  and  transfer  those 
risks  fix>m  entities  less  willing  or  able  to  manage  them  to  those  more 
willing  or  able  to  do  so.  The  values  of  derivatives  are  based  on,  or  derived 
from,  the  value  of  an  underlying  asset,  reference  rate,  or  index — called  the 
underlying.  Conunon  types  of  imderlying  assets  are  stocks,  bonds,  and 
physical  commodities,  such  as  wheat,  oil,  and  limiber.  An  example  of  an 
underiying  reference  rate  is  the  interest  rate  on  the  3-month  U.S.  Treasury 
bill.  An  example  of  an  underiying  index  is  the  Standard  &  Poor's  500  Index, 
which  measures  the  performance  of  500  common  stocks. 

Derivatives  include  customized  and  standardized  contracts.  Some 
derivatives  are  customized  contracts  between  parties  (also  called 
counterparties)  that  include  one  or  more  negotiated  terms  in  addition  to 
price.  TTiese  terms  can  include  the  quality  and  quantity  of  the  underlying, 
time  and  place  of  delivery,  and  method  of  payment.  Other  derivatives  are 
standardized  contracts  whose  terms  are  fixed — except  for  price,  which  the 
market  determines.  Derivatives  can  be  privately  negotiated  by  the  parties; 
these  are  called  over-the-counter  (ore)  derivatives.  Derivatives  also  can  be 
traded  through  central  locations,  called  organized  exchanges,  where 

The  Bretton  Woods  siyatain,  atablished  in  1944.  maintained  exchan^  rale  stability  by  fixing  non-U  S 
currencies  to  the  U.S.  dollar,  which  was  convertible  into  gold  at  »36  per  ounce  The  United  States 
suspended  convertibility  into  gold  in  1971,  and  the  system  of  fixed  currency  rates  was  abandoned  m 
1971 

In  the  United  States,  interest  rtU  volatility  increased  after  October  1979.  when  the  Federal  Reserve 
shifted  away  ftom  a  policy  centered  on  its  controlling  intere^  rates- 
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buyers  and  sellers  or  their  representatives  meet  to  determine  derivatives 
prices;  these  are  called  exchange-traded  derivatives. 


The  Ways  Market 
Participants  Use 
Derivatives 


Market  participants  use  derivatives  (1)  to  hedge,  or  to  protect  against 
ad'v'erse  changes  in  the  values  of  assets  or  liabilities;  (2)  to  speculate,  or  to 
assume  risk  in  attempting  to  profit  from  anticipating  changes  in  market 
rates  or  prices;  and  (3)  to  obtain  more  desirable  financing  terms.'' 

Hedgers  protect  themselves  from  market  risk,  which  is  the  exposure  to  the 
possibility  of  financial  loss  caused  by  adverse  changes  in  the  values  of 
assets  or  liabilities.  TTiey  protect  themselves  by  entering  into  derivatives 
transactions  whose  values  are  expected  to  change  in  the  opposite 
direction  as  the  values  of  their  assets  or  liabilities.  For  example,  a  hedger 
can  protect  asset  values  through  derivatives  transactions  that  increase  in 
value  as  the  asset  values  decline.  The  increases  in  values  of  the  derivatives 
contracts  (profits)  will  oETset,  or  hedge,  the  decrease  in  values  of  the 
assets  (losses). 

In  contrast,  speculators  take  on  risk  in  an  attempt  to  profit  from  changes 
in  the  values  of  derivatives  or  their  underiyings.  Rather  than  owning  the 
underlying,  speculators  can  use  derivatives  as  a  more  affordable  way  to 
attempt  to  profit  from  anticipating  movements  in  market  rates  and  prices. 
As  speculators  enter  into  transactions  with  hedgers  and  other  speculators, 
they  provide  liquidity  to  the  derivatives  markets,  thereby  helping  to  ensure 
that  high  volumes  of  trading  can  occur  without  significantly  affecting 
prices. 

Some  derivatives  enable  market  participants  to  obtain  more  desirable 
financing  in  two  ways.  First,  as  we  discuss  later  in  this  chapter,  market 
participants  can  work  together  to  take  advantage  of  differences  in  the 
rates  at  which  they  borrow  money.  Second,  an  important  by-product  of 
hedging  is  the  enhanced  creditworthiness  of  the  hedger.  Banks  will  extend 
more  favorable  financing  terms  to  firms  that  have  reduced  their  market 
risk  through  hedging  activities. 

In  achieving  these  purposes,  derivatives  can  be  more  cost-effective  than 
transactions  in  the  underlying  cash  markets  because  of  the  reduced 
transaction  costs  and  the  leverage  that  derivatives  provide.  For  example, 
instead  of  buying  or  selling  $100,000  worth  of  U.S.  Treasury  bonds,  a 


'Institutions  may  also  use  derivatives  to  chaii^e  the  asset  mix  of  iheir  portlolioa.  They  use  derivatives 
because  their  costs  ate  tower  than  those  of  buying  or  selling  the  underlying. 
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market  participant  can  realize  the  benefits  of  buying  or  selling  the  same 
amount  of  bonds  by  using  a  derivatives  contract  and  posting  a  deposit, 
called  a  margin,  of  only  about  $1,500,  or  1.5  percent  of  the  face  amount  of 
the  bonds.  Likewise,  a  market  participant  can  achieve  a  result  similar  to 
buying  or  selling  all  of  the  stocks  in  the  Standard  &  Poor's  500  Index  by 
buying  or  selling  a  derivatives  contract  on  this  index  for  as  little  as  5  to 
10  percent  of  the  cost  of  the  underlying  stocks. 


The  Basic  Types  of 
Derivatives  and  How 
They  Are  Used 


Derivative  products  include  forwards,  futures,  options,  emd  swj^s. 
Forwards,  futures,  and  options  are  typically  used  to  hedge  or  to  speculate. 
Swaps  are  typically  used  to  hedge  or  to  obtain  more  desirable  financing. 
Swaps  can  be  used  to  speculate^  but  may  not  be  used  as  frequently  for  this 
purpose  because  a  swjqj's  transaction  costs  are  high  compared  to  those  of 
other  derivatives,  according  to  market  participants.  These  basic  products 
also  can  be  combined  to  create  more  complex  products,  called  hybrid 
derivatives. 


Forwards  and  Futures 


Forwards  and  futures  are  contracts  that  obligate  the  holder  to  buy  or  sell  a 
specific  underlying  at  a  specified  price,  quantity,  and  date  in  the  futiu*. 
Forwards  are  ore  contracts;  futures  are  usually  standardized  contracts 
traded  on  organized  exchanges. 


Market  participants  can  hedge  their  assets  and  liabilities  with  either 
forwards  or  futures,  depending  on  whether  they  need  a  customized 
product  or  can  use  a  standardized  exchange-traded  product.  For  example, 
a  U.S.  importer  arranged  to  buy  machinery  from  a  German  manufacturer 
for  delivery  1  year  fi-om  the  date  of  the  arrangement  and  at  a  price  payable 
upon  delivery  in  German  currency  (the  mark).  In  this  case,  the  importer's 
need  for  a  customized  contract  necessitated  the  use  of  a  forward  contract 
rather  than  a  standardized  futures  contract  At  the  time  the  importer 
arranged  the  purchase,  it  entered  into  a  foreign  exchange  forward  contract 
to  purchase  the  exact  amount  of  marks  needed  to  pay  for  the  machinery  at 
the  expected  delivery  date  in  1  year.  The  foreign  exchange  forward 
contract  enabled  the  importer  at  the  time  of  the  purchase  arrangement  to 
lock  in  the  U.S.  dollar  cost  of  marks.  Without  this  contract,  the  importer 
would  have  been  e]q>osed  to  the  risk  of  a  rise  in  the  dollar  cost  of  buying 


*One  U.S  (inn  had  an  after-Uz  loss  of  $102  million  to  close  out  two  leveraged  interest  rate  swaps, 
according  to  the  firm's  press  release.  The  transactions  were  adversely  affected  by  the  recent  dramatic 
increase  in  interest  rales  TTie  company  said  that  these  transactions  were  inconsistent  with  its  policy 
News  accounts  reported  these  swaps  as  speculative  Iiansactions. 


PaCeZC 


GAO/GGD-M-133  PlnancUl  Dertvatlves 


107 


Chapter  1 
In  trod  action 


marks  between  the  time  the  purchase  was  arranged  and  the  time  the 
machinery  was  delivered.^ 

Speculators  can  use  either  forward  or  futtires  contracts  to  attempt  to 
profit  fix)m  market  movements.  For  example,  a  speculator  who  believes 
the  dollar  cost  of  the  mark  is  about  to  rise  very  quickly  can  buy  a  forward 
or  futures  contract  that  increases  in  value  with  rises  in  the  value  of  the 
mark.  If  the  increase  in  the  dollar  cost  of  the  mark  is  greater  than  the 
market  expects,  the  speculator  can  profit.  Alternatively,  if  the  dollar  cost 
of  the  mark  rises  more  slowly  than  the  market  expects  or  declines  in 
value,  the  speculator  will  lose  money. 


Options  Option  contracts,  which  can  be  either  customized  and  privately  negotiated 

or  standardized,  give  the  purchaser  the  right  to  buy  (call  option)  or  sell 
(put  option)  a  specified  quantity  of  a  commodity  or  financial  asset  at  a 
particular  price  (the  exercise  price)  on  or  before  a  certain  future  date.^  For 
this  right,  the  purchaser  pays  the  seller  (writer)  an  amount  called  the 
option  premium.  In  general,  purchased  call  options  increase  in  value  with 
increases  in  the  market  value  of  the  underlying.  Purchased  put  options 
generally  increase  in  value  with  decreases  in  the  market  value  of  the 
underlying. 

Options  differ  fi-om  forwards  and  futures  in  that  options  do  not  require  the 
piirchaser  to  buy  or  sell  the  underlying.  A  purchaser  will  not  exercise  an 
option  imtil  the  market  price  of  the  underlying  is  greater  than  the  exercise 
price  for  a  call  option  or  less  than  the  exercise  price  for  a  put  option. 
Options  that  are  not  exercised  expire  with  no  value.  Therefore,  the  amount 
that  can  be  lost  by  option  purchasers  is  the  amount  of  the  premium. 
However,  the  amount  that  can  be  lost  by  option  writers  can  be  much 
greater,  because  they  are  liable  for  covering  the  costs  of  any  changes  in 
value  that  benefit  the  purchasers. 

The  U.S.  importer  of  German  machinery  we  mentioned  earlier  could  have 
purchased  a  foreign  exchange  call  option  instead  of  a  foreign  exchange 
forward  contract  to  protect  against  the  risk  of  a  rise  in  the  dollar  cost  of 
marks.  Paying  the  call  option  premium  would  have  given  the  importer  the 
right  to  buy  the  needed  amount  of  marks  at  a  specified  exchange  rate.  If 


^A  decline  in  the  value  of  the  mark  would  impose  an  opportunity  cost,  however,  because  the  importer 
would  have  paid  a  higher  price  for  the  marks  in  the  forward  contract  than  it  could  have  paid  by 
purchasing  the  currency  at  the  time  of  delivery. 

This  is  the  definition  of  an  American.style  option.  A  European.style  option  can  only  be  escerdaed  on 
its  expiration  date 
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the  U.S.  dollar  cost  of  marks  had  risen  above  the  specified  exchange  rate 
as  of  the  payment  due  date,  the  importer  could  have  exercised  the  option 
to  buy  the  maifcs.  If  the  price  of  marks  had  not  risen  above  the  specified 
exchange  rate,  the  importer  could  have  purchased  the  marks  in  the  market 
and  allowed  the  option  to  expire. 

£^>eculators,  too,  can  use  options  to  benefit  from  greater-than-expected 
fluctuations  in  market  rates  and  prices.  A  speculator  that  buys  an  option 
on  an  underlying— such  as  an  option  on  an  amount  of  U.S.  Treasury  notes 
or  German  marks — ^will  benefit  if  the  price  of  the  underlying  moves  far 
enough  in  a  favorable  direction  to  create  profits  greater  than  the  option 
premium.  If  the  movement  in  the  price  of  the  underlying  does  not  create 
profits  to  cover  the  option  premium  or  is  unfavorable,  the  speculator  will 
lose  money  but  no  more  than  the  amount  paid  for  the  option  premium  plus 
transaction  costs.  Speculators  can  also  profit  fi-om  writing  options  by 
collecting  the  premiums  for  options  that  are  not  exercised.  This  profit  can 
be  exceeded  by  losses,  however,  if  the  price  movement  of  the  underlying 
is  unfavorable.  In  fact,  if  the  unfavorable  price  movement  is  large  and 
occurs  before  the  speculator  can  buy  back  the  option  or  enter  into  an 
o^etting  transaction,  the  speculator  can  incur  losses  that  are  many  times 
greater  than  the  value  of  the  premium  received. 


Swaps  Swaps  are  ore  agreements  between  counterparties  to  make  periodic 

payments  to  each  other  for  a  stated  time.  The  calculation  of  these 
payments  is  based  on  an  agreed-upon  amount,  called  the  notional  principal 
amount  or  simply  the  notional  amount^  The  notional  amount  is  not 
typically  exchanged  except  in  currency  swaps.  TTie  periodic  payments  may 
be  fixed  or  floating.  Floating  payments  change  with  fluctuations  in  interest 
or  currency  rates  or  equity  or  commodity  prices,  depending  on  contract 
terms. 

Financial  institutions  can  use  swaps  to  hedge  against  adverse  changes  in 
interest  rates,  among  other  things.  For  example,  a  bank  may  have  a 
portfolio  of  loans  whose  floating  interest  rates  ailiust  frequently  because 
they  are  tied  to  changes  in  market  interest  rates.  The  bank  also  may  have 
an  obligation  to  make  interest  payments  on  deposits  that  are  at^usted  less 


'Some  daivjliws,  principaOy  interest  rate  swaps,  are  oniy  exchanges  of  periodic  payments  between 
counteiparties.  The  anwunt  that  the  oounterpajties  use  to  determine  the  payments  to  be  exchanged  Is 
called  the  notional  amount  because  it  is  not  exchanged-  The  national  amount  is  exchanged  at  the 
tenninalion  of  foreign  currency  swaps-  For  forwanls,  futures,  and  options,  we  use  the  amount  of  the 
contract  to  measure  the  volume-  When  we  refer  to  the  collective  volumes  of  all  of  the  products,  we  use 
the  term  iKjtionai/coMjact  amouiiC. 
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frequently.  Such  a  bank  would  be  exposed  to  interest  rate  risk  because  a 
decline  in  interest  rates  would  reduce  the  interest  receipts  on  its  loans  but 
not  the  interest  payments  on  deposits.  The  bank  may  enter  into  an  interest 
rate  swap  with  another  financial  institution  to  hedge  the  interest  rate  risk. 
In  the  swap  contract,  the  bank  would  agree  to  make  payments  based  on  a 
floating  interest  rate  in  exchange  for  receiving  payments  based  on  a  fixed 
interest  rate.  Thereafter,  if  interest  rates  declined,  the  bank's  fixed  rate 
receipts  on  the  sw^  would  match  its  fixed  rate  payments  to  depositors.  If 
interest  rates  rose,  the  higher  rates  the  bank  received  on  the  loans  in  its 
portfolio  would  offset  the  higher  rates  it  paid  under  the  swap  agreement 

Swaps  can  also  be  used  to  obtain  more  desirable  financing  terms.  For 
example,  a  company  with  a  medium  credit  rating  may  wish  to  protect 
against  rising  interest  rates  by  obtaining  fixed  rate  borrowing  but  may  not 
wish  to  pay  the  higher  interest  rate  normally  paid  by  companies  of  its 
credit  quality.  The  company  may  be  able  to  arrange  lower  fixed  rate 
financing  by  first  obtaining  a  floating  rate  loan  and  then  entering  into  a 
swap  contract  with  a  higher  rated  counterparty. 


The  Participants  in 
the  Derivatives 
Markets  and  the  Level 
of  Their  Activity 


Derivatives  market  participants  include  end-users  and  dealers.  End-users 
typically  use  otc  and  exchange-traded  derivatives  to  hedge  risk,  obtain 
more  desirable  financing  terms,  or  speculate  on  market  movements. 
End-users  include  banks,  securities  firms,  insurance  companies, 
governments,  mutual  and  pension  funds,  and  commercial  firms  worldwide. 
Data  on  global  derivatives  use  are  unavailable,  but  data  provided  by  U.S. 
bank  regulators  showed  that  more  than  500  U.S.  banks  used  derivatives  in 
1992.*  In  appendix  I,  we  discuss  the  use  of  derivatives  by  state  and  local 
government  entities  and  private  pension  plans.' 

Certain  institutions  that  use  derivatives  also  act  as  dealers  by  quoting 
prices  to,  buying  derivatives  from,  and  selling  derivatives  to  end-users  and 
other  dealers.  Similar  to  other  end-users,  dealers  use  derivatives  to  hedge 
risk,  obtain  more  desirable  financing  terms,  and  speculate  on  market 
movements.  They  also  develop  customized  derivative  products  for  their 
clients.  In  general,  derivatives  dealing  provides  liquidity  to  otc  markets 
and  profits  and  losses  to  dealers.  Some  highly  complex  transactions 

"Comparable  data  were  unavailable  for  seomties  finns  and  insurance  comparues. 

*ro  determine  the  extent  and  nature  of  derivative  product  use  by  endnisers,  we  n\ajled  a  survey  to 
more  tJian  4.600  state  and  local  government  entities  and  156  private  pension  plana  The  survey  results 
showed  thai  for  fiscal  year  1992  the  extent  of  derivatives  use  varied  from  a  low  of  4  percent  of  local 
government  entitiestoahighof72  percent  of  private  pension  plans  and  that  the  types  of  derivatives 
used  varied  widely  across  the  different  types  of  entities 
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involving  combinations  of  derivatives,  such  as  swaps  and  options,  can 
generate  large  fees.  They  also  represent  a  growing  part  of  derivatives 
activity.  Dealers  in  ore  derivatives  actively  use  exchange-traded 
derivatives — often  to  hedge  the  risks  of  their  ore  portfolios.  Data  indicate 
that  OTC  derivatives  dealers  are  usually  large  international  banks  and 
affiliates  of  securities  firms  or  insurance  companies  with  high  credit 
ratings;  however,  data  are  unavailable  on  the  total  number  of  dealers 
worldwide. 


Objectives,  Scope, 
and  Methodology 


Our  objectives  were  to  determine  (1)  what  the  extent  and  nature  of 
derivatives  use  was,  (2)  what  risks  derivatives  might  pose  to  individual 
firms  and  to  the  financial  system  and  how  firms  and  regulators  were 
attempting  to  control  these  risks,  (3)  whether  gaps  and  inconsistencies 
existed  in  U.S.  regulation  of  derivatives,  (4)  whether  existing  accounting 
rules  resulted  in  financial  reports  that  provided  market  participants  and 
investors  adequate  information  about  firms'  use  of  derivatives,  and 
(5)  what  the  implications  of  the  international  use  of  derivatives  were  for 
U.S.  regulation. 

To  determine  the  extent  and  nature  of  derivatives  use,  we  reviewed 
relevant  literature,  congressional  testimony,  and  previous  studies.  We 
interviewed  selected  U.S.  and  foreign  financial  regulators,  financial 
industry  representatives,  market  participants,  academicians,  and 
consultants.  In  addition,  we  gathered  and  analyzed  information  on  the  size 
of  the  market,  the  level  of  concentration  of  derivatives  activity  among 
msyor  OTC  dealers,  and  the  linkages  among  markets  and  firms  associated 
with  derivatives  use.  To  do  this,  we  reviewed  regulatory  and  industry  data 
and  asked  15  m^or  U.S.  OTC  derivatives  dealers  to  complete  a  written 
survey  (see  app.  V),  of  which  14  responded  (see  app.  ID  for  survey  results). 
The  15  U.S.  firms  surveyed  included  the  7  banks,  5  broker-dealers,  and  3 
insurance  company  affiliates  that  in  1992  had  the  highest  levels  of 
derivatives  activity  in  their  respective  industries.  The  seven  banks  and  five 
broker-dealers  we  focused  on  had  considerably  higher  levels  of  derivatives 
activity  than  others  in  their  mdustry;  and  the  three  insurance  companies 
were  the  only  U.S.  insurance  companies  that  we  could  identify  as 
derivatives  dealers.  We  identified  the  15  m^or  U.S.  OTC  derivatives  firms 
by  using  information  on  derivatives  activities  fi'om  bank  regulators,  the 
Securities  and  Exchange  Commission  (sec),  the  Securities  Industry 
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Association,'"'  and  annual  reports.  We  did  not  verify  the  statistical 
information  we  received  from  the  derivatives  dealers. 

To  detennine  the  risks  that  derivatives  might  pose  to  individual  firms  and 
the  way  these  firms  attempted  to  control  these  risks,  we  interviewed 
selected  officials  from  20  securities  firms,  30  banks,  5  thrifts,  6  pension 
funds,  5  insurance  comparues,  19  industry  associations,  3  software 
vendors,  and  2  credit  rating  agencies.  These  interviews  included 
discussions  with  the  15  mzyor  U.S.  ore  derivatives  dealers  we  identified 
earlier.  We  also  interviewed  selected  U.S.  and  foreign  financial  regulators, 
industry  representatives,  academicians,  and  consultants  to  gain  an 
understanding  of  derivatives  activities,  the  risks  associated  with  these 
activities,  and  organizational  structiu-es  and  approaches  used  to  manage 
derivatives  risks.  In  addition,  we  reviewed  relevant  literature, 
congressional  testimony,  and  previous  studies  done  by  regulators, 
international  organizations,  and  other  groups.  Finsdly,  we  gathered  and 
analyzed  information,  including  responses  to  the  survey  of  the  m^or  OTC 
derivatives  dealers  mentioned  earlier,  on  how  firms  manage  risks  that 
derivatives  pose. 

To  determine  whether  gaps  and  inconsistencies  existed  in  U.S.  regulation 
of  derivatives,  we  (1)  interviewed  selected  U.S.  and  foreign  bank,  thrift, 
securities,  options,  futures,  and  insurance  industry  regulators  and 
(2)  reviewed  government,  exchange,  and  international  organization 
documents,  including  correspondence,  memoranda,  reports,  regulations, 
and  laws.  In  addition,  we  reviewed  and  analyzed  financial  regulators' 
examinsition  policies,  procedures,  reports,  and  workpapers. 

To  determine  whether  existing  accounting  rules  result  in  financial  reports 
that  provide  market  participants  and  investors  adequate  information  about 
firms'  use  of  derivatives,  we  reviewed  existing  and  proposed  Generally 
Accepted  Accounting  Principles  (gaap)  and  other  accounting  guidance 
relevant  to  derivatives.  In  addition,  we  had  discussions  with  Financial 
Accounting  Standards  Board  (fasb)"  staff  and  reviewed  various 
discussion  papers,  correspondence,  and  memoranda  on  accounting  for 
derivatives  prepared  by  fasb  staff.  Finally,  we  reviewed  the  1992  aruiual 
reports  of  10  large  U.S.  bank  holding  companies  with  significant 
derivatives  activity,  including  the  7  msijor  ore  derivatives  dealers. 


**rhe  Securities  Industry  Association  is  a  trade  group  that  represents  broker^dealers  that  account  for 
about  90  percent  of  the  securities  business  in  North  America. 

"FASB  is  an  independent  board  with  primaiy  responsibility  for  establishing  and  interpreting  GAAP. 
GAAP  includes  rules  for  accounting  for  traiisactions  and  related  disclosure  re<iuireineiits. 
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To  determine  the  implications  of  the  international  use  of  derivatives  for 
U.S.  regulation,  we  gathered  information  on  and  analyzed  the  use  of 
derivatives  in  Australia,  France,  Germany,  j£^)an,  Singapore,  Switzerland, 
and  the  United  Kingdom.  In  these  countries,  we  interviewed  officials  from 
bank  and  securities  regulators;  stock,  futures,  and  options  exchanges;  and 
selected  foreign  financial  institutions.  In  addition,  we  interviewed  officials 
from  seven  international  organizations — the  Bank  for  International 
Settlements  (bis),^  the  Basle  Committee  on  Banking  Supervision,'^  the 
European  Community  (£€),'■*  the  International  Organization  of  Securities 
Commissions  (losco),^^  the  Organization  for  Economic  Cooperation  and 
Development  (oecd),*®  the  World  Bank,'^  and  the  International  Swaps  and 
Derivatives  Association  (isda).'^  We  obtained  their  opinions  about  the 
adequacy  of  domestic  and  international  regulation,  the  existence  of 
regulatory  gaps,  and  the  need  for  further  improvements. 

We  focused  our  review  on  financial  forwards,  futures,  options,  and  swaps 
and  the  15  m^or  U.S.  ore  derivatives  dealers  discussed  earlier.  We  did  not 
include  derivatives  securitized  by  qsecific  assets  (called  asset-backed 
securities),  such  as  collateralized  mortgage  obUgations.  Unlike  forwards, 
futures,  options,  and  swaps,  which  are  designed  to  transfer  risk  among 
counterparties,  asset-backed  securities  are  similar  to  bonds  in  that  they 
are  issued  in  order  to  raise  funds.  However,  like  the  derivative  products 


'%IS  was  established  in  1930  in  Basle,  Switzeriand,  by  Western  European  central  banks.  One  of  its 
functions  is  to  provide  a  forum  for  cooperative  efforts  by  the  central  banks  of  major  industrial 
countries. 

"This  committee,  which  includes  central  bank  and  t>ank  supervisory  representatives  from  12  leading 
industrial  nations  (Belgium,  Canada,  Ftance.  Germany,  Italy,  Japan.  Luxembourg,  the  Netherlands, 
Sweden,  Switzerland,  the  United  Kingdom,  and  the  United  States)  is  a  forum  for  addressing 
international  bank  regulation  issues.  The  committee  meets  under  the  auspices  of  the  Bank  for 
Intematioiial  Settlements  in  Baste.  Switzerland. 

'*The  EC  includes  Belgium,  Denmark,  France,  Germany.  Greece,  Ireland,  Italy,  Luxembourg,  the 
Netherlands,  Portugal,  Spain,  and  the  United  Kingdom  Its  purpose  is  to  unite  these  countries  under 
one  system  of  rules  and  regulations  in  all  aqiects  of  trade,  including  financial  markets 

"The  IOSCO  includes  securities  administrators  from  63  countries,  as  of  February  1993.  The 
organization  focilitates  efforts  to  coordinate  international  securities  regulation. 

"OECD  includes  members  from  24  developed  countries.  Its  goals  are  to  achieve  high  economic 
growth,  contribute  to  sound  economic  expansion,  and  contribute  to  the  expansion  of  world  trade. 

'^e  World  Bank,  also  known  as  the  International  Bank  for  Reconstruction  ai>d  Development,  was 
established  in  1946  and  is  owned  by  160  countries.  Its  objective  is  to  help  raise  the  standard  of  living  in 
developing  countries  by  channeling  firuncial  resources  to  them  from  developed  countries.  !t  finances 
its  lending  operations  primarily  from  borrowing  in  international  capital  markets. 

'ISDA  is  a  trade  association  that  represents  more  than  150  leading  financial  institutions  worldwide.  Its 
membership  includes  investment,  commercial,  and  merchant  banks  that  deal  in  privately  negotiated 
OTC  derivatives  transactions. 
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we  discuss,  purchasers  may  hold  them  for  investment  purposes  or  to 
hedge  interest  rate  risks. 

We  recognized  that  many  of  the  issues  addressed  in  this  report  could  be 
extended  to  the  overall  activities  of  firms.  For  example,  our  discussions  of 
corporate  governance,  risk  management,  and  internal  controls  could  be 
applied  to  such  activities.  Because  our  focus  was  on  derivatives,  however, 
we  did  not  attempt  to  broaden  the  discussion  in  this  way. 

We  did  our  work  between  April  1992  and  March  1994  in  accordance  with 
generally  accepted  government  auditing  standards. 


Appnpv  Pnmmpnt<I  **  '^^  "°''  ''^ceive  formal  agency  comments  on  this  report  However,  we 

°         ^  did  provide  senior  officials  of  the  admiiustration,  U.S.  and  foreign  financial 

regulators,  the  m^or  derivatives  dealers,  the  m^or  derivatives  exchanges, 
and  FASB,  as  well  as  other  industry  representatives  and  experts  an 
opportunity  to  discuss  the  findings  and  conclusions  of  our  work.  We 
incorporated  their  comments  where  appropriate. 
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We  used  the  best  data  available  to  estimate  that  the  notional/contract 
amount  of  derivatives  outstanding  globally  as  of  year-end  1992  was  at  least 
$12.1  trillion.'  This  estimate  understates  the  actual  amount  of  derivatives 
outstanding,  because  the  sources  we  used  were  not  always  complete,  and 
no  statistics  existed  for  some  derivatives. 

Thousands  of  institutions  use  derivatives,  but  ore  derivatives  dealing 
activity  is  concentrated  among  a  relatively  few  financial  firms  woridwide. 
Further,  derivatives  activity  has  expanded  financial  linkages  among  the 
dealers,  end-users,  and  exchange-traded  markets  in  which  these 
institutions  trade.  Regulators  and  market  participants  have  differing  views 
on  the  potential  effects  of  derivatives  market  growth,  dealer 
concentration,  and  financial  linkages  should  a  financial  crisis  occur. 
However,  past  experience  has  shown  that  cases  of  severe  financial  stress 
generally  require  federal  intervention  to  resolve. 


Derivatives  Activity 
Has  Grown  Rapidly 


Without  complete  information  about  total  global  derivatives  volume,  we 
estimated  that  the  global  notional/contract  amount  outstanding  at  the  end 
of  fiscal  year  1992  was  at  least  $12. 1  triUion.^  This  estimate  does  not 
include  more  than  $5.5  trillion  of  foreign  exchange  forward  contracts. 
These  contracts  generally  have  been  excluded  from  estimates  in  other 
reports.  Most  have  short  terms — 7  days  or  less — and  are  often  difficult  to 
distinguish  firom  the  cash  market  However,  foreign  exchange  forward 
contracts  are  derivatives,  and  we  have  included  them  in  our  analysis 
throughout  the  report  The  total  notional/contract  amounts  of  derivatives 
outstanding  at  the  end  of  fiscal  year  1992  represents  an  increase  of  about 
145  percent  from  the  end  of  fiscal  year  1989,  the  earliest  year  for  which 
comparable  data  are  available.  As  noted  in  chapter  1,  derivatives  use  has 
grown  in  response  to  the  expanding  need  for  products  to  address  the  risks 
of  volatile  interest  and  exchange  rates  and  prices.  This  growth  has  been 
facilitated  by  m^or  advances  in  finance,  ii\formation  processing,  and 
communications  technology. 


'Some  of  the  suminajy  data  used  in  this  report  were  derived  from  multiple  sources  that  may  cover 
different  12-nK)nth  periods.  For  example,  U.S.  bank  regulatory  data  for  major  OTC  dealers  are  reported 
on  a  calendar  year  basis,  and  annual  report  data  for  these  dealers  are  on  a  fiscal  year  basis;  however, 
these  dealers  do  not  all  have  the  same  fiscal  year.  To  minimize  confusion,  we  use  the  term  year  .end  for 
ail  data  for  which  this  condition  applies 

^ur  $12.  l-triUion  estimate  also  Includes  $2  trillion  of  forward  rate  agreenrents  In  a  forward  rate 
agreement,  counterparties  agree  on  an  interest  rate  to  be  paid  on  a  notionaJ  amount  of  specified 
maturity  at  a  specific  future  date.  An  estimate  for  the  volume  of  these  agreements  appeared  in  a  1993 
article  published  by  the  Federal  Reserve  Bank  of  New  York,  Eli  M  Remolona,  The  Recent  Growth  of 
Financial  Derivative  Markets,'  Federal  Reserve  Bank  of  New  York  Quarterly  Review  (New  York: 
Wmter  1992-93) 
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The  notional/contract  amount  is  one  way  derivatives  activity  is  measured. 
However,  it  is  not  a  meaningful  measure  of  the  actual  risk  involved.  For 
certain  types  of  derivative  products,  the  amount  at  risk  can  be  much 
smaller  than  the  notional/contract  amount,  which  we  discuss  in  chapter  3. 


Table  2. 1  shows  the  notional/contract  amounts  of  derivatives  held  by  four 
types  of  underlyings  from  year-end  1989  through  year-end  1992.  For  this 
period,  the  notional/contract  amount  of  interest  rate  derivatives  grew  at  a 
faster  rate  than  the  amount  of  foreign  exchange  derivatives  (153  percent 
compared  to  133  percent,  respectively).  The  table  also  shows  that  the 
interest  rate  derivatives  market  as  of  year-end  1992  was  larger  (62  percent 
of  the  total)  than  the  foreign  exchange  derivatives  market  (37  percent  of 
the  total).  The  equity  and  commodity  derivatives  markets  combined  were 
much  smaller  (1  percent  of  the  total).^ 


Table  2.1:  Notional/Contract  Amounts  of  Doriwativea  Held  by  Type 
1992 

of  Underlying  From  Year-End  1989  Through  Year-End 

Dollars  in  billions 

Type  of  underlying 

1989            1990 

1991 

Percentage 

Percentage  of               Increase  from 

1992              total  1992        1 989  through  1 992 

Interest  rate 

$4,311         $6,087 

$  8.404 

$10,923                             62%                                153% 

Foreign  exchange  rate 

2.779            3.927 

5,415 

6,475                             37                                   133 

Equity  and  commodity  price' 

108               158 

209 

245                               1                                    127 

Total 

$7,198       $10,172 

$14,028 

$17,643                           100%                                145% 

Note  See  appendix  IV  for  methodology 

•Does  not  include  complete  data  on  physical  commodity  derivatives  and  equity  options  on  the 
common  stock  ol  individual  companies 

Sources:  BIS,  tSDA,  Federal  Reserve  Bank  of  New  York.  Swaps  Monitor  Publications.  Inc  . 
Denvatives  Strategy  &  Tactics,  Inc..  various  ctnnual  reports,  and  GAO  analysis 


Table  2.2  shows  that  of  the  four  derivative  product  types,  forwards  were 
the  largest  percentage  of  the  worldwide  market  (42  percent).  It  also  shows 
that  options  were  the  smallest  percentage  of  the  market  (13  percent). 

'We  did  not  compare  the  growth  rales  of  exchange-traded  and  OTC  derivaiives  in  terms  of 
notional/contJTLCt  amounts  Differences  in  the  operation  of  the  exchange-traded  and  OTC  markets 
complicate  comparisorw  of  derivatives  volume  for  the  two  types  of  trading.  Offsetting  contracts  reduce 
notional/contract  amounts  held  in  the  exchange-traded  markets  and  add  to  amounts  held  in  the  OTC 
markets.  For  exchange-traded  derivaiives,  a  clearinghouse  is  the  ultimate  counterparty  to  all 
transactions,  and  the  clearinghouse  doses  out  buy  and  sell  transactions  on  identical  contracts 
between  paiticipants.  However,  in  OTC  trading,  an  offsetting  transaction  generally  involves  a  new 
contract  between  different  counterparties.  As  a  result,  the  notional/contract  amounts  of  offsetting 
transactions  remain  outstanding  on  financial  reports  until  contract  expiration  or  maturity 
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Table  2.2:  Notional/Contract  Amounts  of  Derivatives  Held  by  Product  Type  From  Year-End  1989  Through  Year-End  1992 

Dollars  in  billions 

Type  of  derivative  product 

Percentage  of 
1989             1990             1991             1992                  total  1992 

Percentage 

increase  from 

1989  to  1992 

Forwards' 

$3,034         $4,437        $6,061         $7,515                                42% 

148% 

Futures 

1.259            1.540           2.254           3,154                                18 

151 

Options 

953            1.305            1.841            2,263                                13 

137 

Swaps 

1.952           2.890           3,872           4,711                                27 

141 

Total 

$7,198       $10,172       $14,028       $17,643                              100% 

145% 

^Includes  foreign  exchange,  forward  rate  agreements,  equity,  and  commodity  forwards 

Note  See  appendix  IV  for  methodology 

Sources  BIS,  ISDA,  Federal  Reserve  Bank  of  New  York,  Swaps  Monitor  Publications,  Inc  . 
Derivatives  Strategy  &  Tactics,  Inc.,  various  annual  reports,  and  GAO  analysis 


Derivatives  Dealing 
Activity  Is 

Concentrated  Among 
a  Few  M^or  OTC 
Dealers 


About  150  finns  were  acting  as  derivatives  dealers  worldwide  as  of 
December  1992,  according  to  isda  data;  however,  most  dealing  activity  was 
concentrated  among  a  small  number  of  firms.  A  report*  sponsored  by  the 
Group  of  Thirty*  indicated  that  eight  U.S.  bank  dealers  accoujited  for 
56  percent  of  the  worldwide  notional/contract  amounts  of  interest  rate  and 
currency  swaps  as  of  December  1991.  U.S.  bank  regulatory  data  indicate 
that  the  top  seven  domestic  bank  derivatives  dealers  by  notional/contract 
amounts  accounted  for  more  than  90  percent  of  all  U.S.  bank  derivatives 
activity  as  of  December  1992.*  sec  data  show  a  similar  concentration  of 
activity  among  U.S.  securities  derivatives  dealers.  The  top  five  by 
notional/contract  amounts  accounted  for  about  87  percent  of  total 
derivatives  activity  for  all  U.S.  securities  firms  as  of  their  fiscal  year-end 
1992.  An  April  1993  report  by  the  Group  of  Ten'  provided  a  possible 


^Derivatives:  Practices  and  Principles.  The  Group  of  Thirty  (Washington,  D.C.:  July  1993). 

^The  Group  of  Thirty  is  an  international  Tinancial  policy  organization  whose  membeis  include 
representatives  of  central  banks,  international  banks  and  securities  finns.  and  acadeinia 

^In  this  report,  when  we  refer  to  bank  regulatory  data,  we  ate  presenting  information  for  banks  from 
their  consolidated  holding  company  reports 

^The  Group  of  Ten  consists  of  1 1  m^or  industrial  member  countries  that  coordinate  monetary  and 
fiscal  policies  through  general  agreements  to  borrow  and  other  activities.  Group  members  are 
Belgium.  Canada,  France.  Germany.  Italy,  Japan,  the  Netheriands.  Sweden,  Switzerland,  the  Uruted 
Kingdom,  and  the  United  States 
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explanation  for  this  concentration.'  It  stated  that  the  need  for  complex 
information  and  risk-management  systems  in  conducting  derivatives 
activities  has  resulted  in  the  concentration  of  the  activity  among  a  few 
large  firms. 

The  degree  of  concentration  of  derivatives  dealing  activity  can  vary  by 
product  type.  For  example,  a  report  published  by  bis*  in  October  1992 
indicated  a  relatively  large  number  of  dealers  for  high-volume  derivatives 
with  generally  lower  risk,  such  as  interest  rate  swaps  under  3  years  to 
maturity.  The  report  also  indicated  a  relatively  small  number  of  dealers  for 
longer  term  derivatives  with  higher  risk,  such  as  swaps  with  more  than  3 
years  to  maturity  and  currency  options  with  more  than  6  months  to 
maturity.  The  Bis-published  report  found  that  few  institutions  were 
committed  to  continuously  buying  or  seUing  the  longer  term  derivatives 
and  even  fewer  institutions  were  acting  as  dealers  for  more  customized 
derivatives. 


Derivatives  Have 
Expanded  Linkages 
Among  Institutions 
and  the  Markets  in 
Which  They  Trade 


Derivatives  have  expanded  the  financial  linkages  among  the  institutions 
that  use  them  and  the  markets  in  which  they  trade.  Reports  on  derivatives, 
the  trading  strategies  that  firms  use,  past  financial  crises,  and  our  analysis 
all  provide  evidence  of  these  expanded  linkages. 

Various  reports  from  regulators  and  market  participants  acknowledged 
that  growth  in  derivatives  use  has  expanded  the  financial  linkages  among 
markets  and  institutions.  For  example,  in  its  July  1993  report  on 
derivatives,  the  Group  of  Thirty  stated  that  international  finance  and 
commerce  have  become  increasingly  integrated  and  that  derivatives  have 
followed  this  evolution.  The  report  noted  that  derivatives  have  helped 
further  financial  linkages  by  providing  opportunities  for  firms  to  use 
products  in  one  market  to  hedge  risks  arising  firom  the  firms'  participation 
in  other  markets.  The  firms  themselves  are  also  linked.  The  bis  report 
indicated  that  more  than  40  percent  of  the  notional  volume  of  all  interest 
rate  swaps,  currency  swaps,  and  interest  rate  options  held  by  isda  member 
dealers  was  for  contracts  among  themselves. 


Derivatives  also  link  markets  as  a  result  of  trading  strategies  that  firms 
use.  For  example,  one  bank  we  visited  had  sold  OTC  call  options  that 


niUemationai  Capital  Movements  and  Foreign  Exchange  Markets.  A  Report  to  the  Ministere  and 
Govemoi^  by  the  Group  of  Deputies,  Group  of  Ten  (Rome,  Italy:  Apr  1993). 

"Recent  Developments  in  IntemationaJ  Interbank  Relations,  prepared  by  a  Working  Group  established 
by  the  Central  Banks  of  the  Group  of  Ten.  BIS  (Basle,  Switzerland:  Oct  1992). 
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required  it  to  make  U.S.  dollar-denominated  payments  to  its  customers  if 
the  prices  of  certain  petroleum  products  rose  in  Japan.  However,  the 
prices  of  the  petroleum  products  were  denominated  in  Japanese  yen.  As  a 
result,  the  bank  conducted  transactions  in  several  markets  to  hedge  its 
risks.  The  bank  used  the  foreign  currency  markets  to  hedge  potential 
changes  in  value  between  the  dollar  and  the  yen  and  used  the  commodities 
markets  to  hedge  potential  changes  in  the  price  of  petroleum  products. 
Similarly,  stock  and  bond  investors  often  use  the  futures  and  options 
markets  to  hedge.  For  example,  a  pension  fund  manager  told  us  that  the 
fund  uses  stock  and  bond  futures  to  temporarily  increase  or  decrease 
investments  in  the  underlying  cash  instruments  until  the  transactions  can 
be  executed  in  the  cash  markets. 

Past  crises  have  also  shown  how  derivatives  link  markets  and  institutions. 
In  a  1992  letter  to  a  Member  of  Congress,  a  former  president  of  the  New 
York  Federal  Reserve  Bank  said  that  markets  for  equities  and  associated 
derivatives  effectively  function  as  one  market.  This  statement  reflected  the 
results  of  various  studies  of  the  October  1987  market  crash.  According  to 
the  studies,  prices  in  the  stock,  futures,  and  options  markets  were  related, 
so  that  disruptions  in  one  were  associated  with  disruptions  in  the  others. 
The  linkages  between  derivatives  and  their  underlying  markets  were 
evident  again  in  the  late  1992  turmoil  in  the  European  currency  markets. 
Volatility  in  the  cash  markets  prevented  some  otc  derivatives  in  European 
currencies  from  being  traded  for  a  time.  Suspension  of  some  OTC  activity 
led  to  a  spurt  of  trading  in  the  exchange-traded  derivatives  markets. 

Derivatives  dealers  are  themselves  linked  by  derivatives  activity.  Our 
survey  results  from  m^or  OTC  derivatives  dealers  indicated  such  linkages. 
According  to  the  14  responses  we  received,  an  average  of  37  percent  of  the 
total  financial  obligations  created  by  these  firms'  derivatives  transactions 
was  owed  on  contracts  among  these  firms  and  dealers  in  other  countries. 
The  BIS  report  had  similar  findings.  It  said  that  transactions  among 
derivatives  dealers  represented  about  41  percent  of  the  notional/contract 
amount  of  derivatives  outstanding  as  of  December  1991. 

The  portfolio  of  a  nondealer  U.S.  bank  that  we  visited  also  demonstrated 
how  derivatives  create  new  financial  linkages.  The  bank  had  more  than  30 
counterparties  to  its  derivatives  transactions,  including  12  U.S.  banks,  8 
U.S.  securities  firms,  7  foreign  banks,  several  nonfinancial  firms,  a  foreign 
securities  firm,  and  a  U.S.  insurance  company.  Bank  officials  noted  that 
the  bank's  derivatives  transactions  had  created  new  linkages  because  it 
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had  not  previously  done  business  with  some  of  these  firms  before  entering 
into  derivatives  contracts  with  them. 


Views  Differed  on  the 
Effects  of  Market 
Size,  Dealer 
Concentration,  and 
Financial  Linkages 


Regulators  and  market  participants  had  differing  views  on  the  implications 
of  the  extent  of  derivatives  use,  concentration  of  activity,  and  expanded 
linkages  should  a  financial  crisis  occur.  No  empirical  evidence  was 
available  for  determining  the  actual  effects  of  these  characteristics 
because  no  crisis  caused  by  derivatives  has  occurred. 


Concerns  Exist  That  Size, 
Concentration,  and 
Linkages  Increase  the 
Risks  to  Firms  and 
Markets 


Concerned  regulators  and  market  participants  said  that  the  size  and 
concentration  of  derivatives  activity,  combined  with  derivatives-related 
linkages,  could  cause  any  financial  disruption  to  spread  faster  and  be 
harder  to  contain.  Because  the  same  relatively  few  mjyor  ore  derivatives 
dealers  accounted  for  a  large  portion  of  trading  in  a  number  of  markets, 
regulators  and  market  participants  feared  that  the  abrupt  failure  or 
withdrawal  from  trading  of  one  of  these  dealers  could  undermine  sUtbility 
in  several  markets  simultaneously.  This  could  lead  to  a  chain  of  market 
withdrawals,  or  possibly  firm  failures,  and  a  systemic  crisis.  For  example, 
the  Group  of  Ten's  report  noted  that,  because  of  the  concentration  of 
derivatives  dealer  activity,  a  credit  problem  or  technology  failure  at  a  large 
dealer  could  create  problems  for  the  overall  financial  system.  Also,  the  bis 
report  noted  that  greater  concentration  means  that  the  failure  of  a  large 
dealer  would  cause  larger  losses  for  other  participants  than  if  the  credit 
exposures  were  more  dispersed. 

A  primary  concern  of  regulators  and  market  participants  about  the  failure 
or  abrupt  withdrawal  fi'om  trading  of  a  m^or  dealer  is  the  potential  effect 
of  either  event  on  market  liquidity.  The  bis  report  noted  that  because 
derivatives  have  made  it  possible  to  create  positions  that  span  many 
markets,  a  liquidity  problem  in  one  market  could  force  an  abrupt 
liquidation  of  contracts  in  other  linked  markets,  causing  all  the  markets  to 
have  Uquidity  problems.  A  similar  concern  of  regulators  was  that  the 
linkages  between  markets  nught  put  unmanageable  pressure  on  the 
exchanges  to  maintain  orderly  markets  following  a  disruption  in  the  otc 
markets.  U.S.  banking  regulators  reported  that  the  liquidity  of  otc 
derivatives  markets  could  be  more  easily  disrupted  than  that  of 
exchange-traded  derivatives  because  the  selection  of  potential 
counterparties  for  ore  transactions  can  be  limited  by  creditworthiness 
concerns  and  generally  nonstandardized  contract  terms. 
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Further,  bis  reported  that  the  failure  of  a  large  derivatives  dealer  could 
reduce  the  willingness  of  the  remaining  dealers  to  continue  acting  as 
dealers.  The  likely  result  would  be  further  loss  of  liquidity  and  extreme 
price  movements.  An  sec  commissioner,  as  well  as  some  sec  staff 
members,  expressed  concern  that  liquidity  problems  could  escalate  a 
small  financial  disturbance  into  a  large  one  if  many  dealers  attempted  to 
conduct  transactions  in  the  same  markets  to  hedge  or  close  out  similar 
derivatives  positions  at  the  same  time.  This  sudden  increase  in  volume  on 
one  side  of  the  market  could  move  prices  by  such  a  large  amount  that 
firms  would  incur  large  losses. 

Regulators  and  market  participants  pointed  out  that  past  firm  failures, 
such  as  those  of  the  Bank  of  New  England  and  Drexel  Bumham  Lambert 
(a  holding  company  with  a  large  securities  firm  affiliate),  have  not  really 
tested  the  stability  of  the  derivatives  markets,  because  the  derivatives 
portfoUos  of  these  firms  were  too  small  to  have  much  effect  However, 
these  failures,  while  not  caused  by  derivatives,  were  large  enough  to 
require  federal  intervention.  Regulators  and  market  participants  cited  two 
past  financial  disruptions  to  illustrate  the  potential  for  liquidity  problems 
associated  with  derivatives.  First,  the  difficulty  of  U.S.  securities  markets 
in  processing  the  high  volume  of  trades  during  the  1987  market  crash 
caused  inaccuracies  in  the  displayed  prices  of  both  individual  stocks  and 
stock  indexes.  The  resulting  price  uncertainties  reduced  the  liquidity  of 
the  futures  markets  as  evidenced  by  the  larger-than-normal  difference,  or 
spread,  between  prices  quoted  to  buy  or  sell  these  contracts.  Wider 
spreads  meant  that  either  buyers  were  required  to  pay  more  or  sellers 
received  less  than  usual  for  any  trades  they  conducted  during  these 
periods. 

Second,  derivatives  liquidity  problems  were  associated  with  the  tiumoil 
that  occurred  in  various  European  ciurency  markets  from  August  through 
November  1992.  According  to  a  report  by  the  International  Monetary 
Fund,  several  OTC  derivatives,  including  foreign  exchange  forwards, 
currency  swaps,  and  options,  experienced  reduced  Uquidity,  and  spreads 
for  buying  and  selling  widened  significantly.  For  example,  the  report  noted 
that  almost  no  forwards  in  Italian  lire  were  traded  for  a  2-week  period 
because  of  dealer  uncertainty  over  short-term  interest  rates.  Trading  in  ore 
currency  options  also  declined  greatly  during  this  time.  The  report  stated 
that  the  volatility  in  currency  prices  and  lack  of  foreign  exchange  forward 
prices  prevented  many  dealers  from  writing  options  because  they  were 
unable  to  price  them  accurately. 
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Others  Were  Less 
Concerned  About  Risks 


Other  federal  regulators  and  market  participants  were  not  as  concerned 
about  market  growth  and  disputed  the  extent  of  risks  posed  by  market  size 
and  concentratioiL  Some  said  that  linkages  reduced  rather  than  increased 
the  potential  for  derivatives  to  cause  or  worsen  a  financial  crisis.  They 
pointed  out  that  many  financial  disruptions  have  occurred  without 
derivatives  liquidity  problems  or  a  meyor  dealer  failure. 

These  regulators  and  market  participants  said  that  market  size  and 
concentration  were  not  problems.  They  said  that  concentration  of  dealer 
activity  had  occurred  because  of  the  nature  of  the  business.  They  also  said 
that  the  large  amount  of  activity  among  m^or  otc  dealers  reflected 
customer  preference  for  dealing  with  prominent  firms  that  have  high 
credit  quality  and  ample  capital  and  that  are  better  able  to  handle  large 
numbers  of  sizable  transactions.  Moreover,  they  distinguished  between 
concentration  of  derivatives  dealing  activity  and  concentration  of  risk.  The 
concentration  of  derivatives  dealing  activity,  they  said,  did  not  necessarily 
reflect  an  equivalent  concentration  of  risk.  They  added  that  concentration 
was  not  high  in  terms  of  individual  types  of  derivative  products.  According 
to  these  regulators  and  market  participants,  most  msyor  otc  dealers 
extensively  hedge  their  derivatives  risk.  Further,  the  Group  of  Thirty 
report  noted  that  none  of  the  institutions  in  its  survey  of  the  world's 
largest  derivatives  dealers  had  more  than  a  10-percent  share  of  the  total 
notional/contract  amounts  of  any  particular  derivative  product,  such  as 
interest  rate  swaps.  The  Group  of  Thirty  report  also  noted  that 
concentration  among  firms  offering  more  customized  products  was  not 
much  of  a  concern  because  of  the  small  volume  of  these  products 
compared  with  other  derivatives,  such  as  the  most  common  interest  rate 
swaps. 

Some  regulators  and  market  participants  also  believed  that 
derivatives-related  fiiuincial  liiUcages  among  firms  and  markets  may  act  to 
reduce  financial  system  risk.  Although  U.S.  bank  regulators  were 
concerned  about  the  impact  of  linkages,  they  noted  in  a  1993  report'"  that 
the  impact  of  the  European  monetary  turmoil  was  less  severe  than  it  might 
have  been  because  of  the  existence  of  related  derivatives  markets.  They 
reported  that  firms  with  currency  positions  were  able  to  switch  to 
exchange  markets  when  otc  contracts  were  unavailable.  As  a  result, 
volumes  on  many  futures  exchanges  around  the  world  reached  record 
levels,  according  to  the  International  Monetary  Fund  report  Also,  the 

"Derivative  Product  Activities  of  Cominerdal  Banks  Joint  Study  Conducted  in  Response  to  Queaiona 
Poaed  by  Senator  Riegle  on  Denvative  Products,  the  Federal  Reserve  Board.  Federal  Deposit 
Insurance  Cofpoialion.  and  the  OHice  of  the  Comptroller  of  the  Cu/rency  (Washington.  DC: 
Jan.  1993). 
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Group  of  Thirty  report  noted  that  derivatives  assist  in  the  efficient 
intermediation  of  markets  and  provide  effective  risk-management  tools 
and  techniques.  The  report  stated  that  linkages  associated  with  derivatives 
could  help  reduce  a  financial  disturbance  by  spreading  it  among  more 
firms  and  markets.  Further,  the  bb  report  stated  that  linked  markets  could 
act  as  a  safety  valve  by  enabling  price  changes  to  be  quickly  transmitted 
across  markets,  thereby  helping  to  diffuse  disturbances. 

The  Group  of  Thirty  report  also  described  how  derivatives  can  reduce 
dealers'  vulnerability  to  liquidity  problems.  It  discussed  how  derivatives 
dealers  can  isolate  the  individual  risks  of  a  particular  product,  allowing  the 
firm  to  manage  each  risk  independently  and  increasing  the  number  of 
tools  that  can  be  used  to  manage  them.  For  example,  the  interest  rate  risk 
of  a  highly  customized  U.S.  dollar  interest  rate  swap  can  be  hedged  using 
forwards,  futures,  other  swaps,  Treasury  notes,  or  any  other  financial 
product  whose  value  changes  with  interest  rates.  Thus,  even  if  a  firm's 
ability  to  hedge  with  one  product  is  affected  by  liquidity  problems,  it  can 
hedge  with  other  products. 

Some  regulators  and  market  participants  also  said  that  the  liquidity  of 
derivatives  had  been  successfully  tested.  They  said  that  the  derivatives 
portfolios  of  the  Bank  of  New  England  and  Drexel  Bumham  Lambert  were 
closed  out  without  causing  market  illiquidity.  Again,  events  of  the 
European  monetary  crisis  were  cited  as  evidence.  That  is,  liquidity  was  not 
a  problem  during  the  high-volume  trading  of  the  European  monetary 
turmoil  when  otc  derivatives  counterparties  were  hard  to  find  because 
dealers  and  end-users  turned  to  the  derivatives  exchanges  to  hedge  their 
risks. 


Past  Crises  Have 
Required  Federal 
Involvement 


If  a  disruption  occurs  in  the  derivatives  markets  or  threatens  to  spread 
from  other  markets  to  the  derivatives  markets,  federal  intervention  may  be 
necessary  to  prevent  a  disruption  fi-om  becoming  a  crisis.  Should  a  crisis 
arise,  federal  regulators  are  likely  to  be  involved  in  containing  and 
resolving  financial  problems  at  b£uiks  and  thrifts  because  of  the  potential 
risk  to  the  financial  system  and  the  potential  government  liability  for 
losses  incurred  by  the  federal  deposit  insurance  funds — ^the  Bar\k 
Insurance  Fund  and  the  Savings  Association  Insurance  Fund."  In  the  past, 
resolving  problems  or  crises  in  the  financial  system  has  been  e}q>ensive. 


"The  Bank  Insurance  Fund  and  the  Saving  Association  Insurance  Fund  are  funded  primaiily  through 
assessments  from  federally  insured  banks  and  thrifts,  respectively.  Each  is  administered  by  the 
FederaJ  Deposit  Insurance  Corporation  The  proceeds  of  these  funds  are  used  to  compensate 
depositors,  if  necessary,  should  a  federally  insured  institution  fail 
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For  example,  the  U.S.  thrift  crisis  has  cost  taxpayers  hundreds  of  billions 
of  dollars.  On  a  smaller  scale,  but  also  expensive,  was  the  failure  of  the 
Bank  of  New  England  in  1991,  which  cost  the  Bank  Insurance  Fund  about 
$1.2  billion.  The  bank  also  had  a  portfolio  of  derivatives  with  a  notional 
value  of  $30  bUlion  that  had  to  be  carefully  closed  out,  unwound,  or 
transferred  to  other  counterparties  under  federal  supervision  to  avoid 
market  disruptions. 


Federal  regulators  have  also  been  involved  in  financial  disturbances  that 
did  not  involve  banks.  For  example,  when  Drexel  Bumham  Lambert  failed 
in  1990,  federal  involvement  was  necessary  to  keep  payments  flowing 
among  Drexel's  various  debtors  and  creditors  and  to  avoid  financial 
system  gridlock.  Federal  action  may  have  also  averted  a  broader  systemic 
crisis  after  the  1987  market  crash.  Federal  Reserve  officials  said  that 
during  the  crisis  they  took  a  number  of  actions,  which  included 
(1)  providing  liquidity  to  the  financial  system  through  the  Federal  Reserva 
open  market  operations,  (2)  contacting  m^or  banks  regarding  their 
financial  obligations,  (3)  suspending  the  rules  governing  the  lending  of 
securities  to  accommodate  securities  dealers,  and  (4)  extending  the 
opening  and  closing  hours  of  their  electronic  transfer  system  for  large 
dollar  payments. 

The  possibility  of  federal  involvement  is  particularly  an  issue  for  banks 
because  they  have  deposit  insvirance  and  direct  ties  to  the  Federal 
Reserve's  discount  window.  For  the  most  part,  bank  derivatives  trading 
and  other  related  Eictivities  are  carried  out  by  the  banks  themselves  rather 
than  in  affiliates  within  the  bank  holding  compciny.  As  a  result,  customers 
may  be  more  willing  to  deal  with  banks,  and  the  banks  may  be  more 
willing  to  take  on  risks  because  of  deposit  insurance  and  discount  window 
access.  In  our  1991  report,"^  we  recommended  that  nontraditional  banking 
activities  only  be  conducted  in  separate  subsidiaries  by  weU-capitalized 
and  well-managed  banks.  Although  bai\ks  have  engaged  in  some 
derivatives  trading  for  years,  the  growth  in  volume  and  increased 
complexity  of  recent  derivatives  and  related  trading  may  have  pushed 
many  such  activities  outside  the  boundaries  of  traditional  banking. 

The  likelihood  of  federal  involvement  in  a  crisis  may  have  been  increased 
by  recent  legislation.  The  Federal  Deposit  Insurance  Corporation 
Improvement  Act  of  1991  (fdioa)  makes  it  easier  for  the  Federal  Reserve 
to  lend  directly  to  all  types  of  financial  firms  with  liquidity  needs  in  a 
crisis,  not  just  to  federally  insured  banks. 

"Deposit  Insurance:  A  Strategy  for  Refoim  (GAQ/GGD-91-26,  Mar.  4. 1991) 
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Although  derivatives  can  provide  economic  benefits,  dealers  and  end-users 
can  experience  extensive  unanticipated  losses  if  they  do  not  carefully 
manage  the  risks  associated  with  the  use  of  derivatives.  Several  large  U.S. 
and  international  firms  have  reported  extensive  losses  from  derivatives 
transactions  as  a  result  of  unanticipated  market  movements  and 
weaknesses  in  their  risk-management  systems.  The  Group  of  Thirty  and 
bank  regulators  have  also  reported  weaknesses  in  risk  management 
systems  of  derivatives  dealers  and  end-users.  Although  strong  corporate 
governance  is  critical  to  the  success  of  any  risk-management  system,  it  is 
particularly  crucial  for  managing  the  risks  of  complex  and  potentially 
volatile  derivatives.  Boards  of  directors,  senior  management,  audit 
committees,  and  internal  and  external  auditors  all  have  key  roles  within 
the  corporate  governance  system  to  manage  the  risks  associated  with 
derivatives. 

The  general  types  of  risk  associated  with  derivatives— credit,  market, 
legal,  and  operations — exist  for  many  financial  activities.  Therefore, 
risk-management  policies  and  controls  over  such  activities  are  also 
generally  applicable  to  derivatives.  However,  the  specific  risks  associated 
with  derivatives  activities  are  relatively  difficult  to  manage,  in  part, 
because  of  the  complexity  of  some  of  these  products  and  the  difficulties  in 
measuring  their  risks. 

Until  the  publication  in  1993  of  a  report  sponsored  by  the  Group  of  Thirty, 
firms  lacked  comprehensive  guidelines  for  evaluating  their 
risk-management  practices.  That  report  recommended  specific  derivatives 
risk-management  practices  as  benchmarks  for  firms'  use.  Subsequently, 
two  federal  bank  regulators  issued  similar  guidance  on  risk-management 
practices  for  the  banks  they  supervise.  Neither  the  Group  of  Thirty 
recommendations  nor  the  federal  bank  regulators'  guidance  has  the  weight 
of  federal  regulations.  However,  the  15  mjyor  U.S.  dealers  that  we  visited 
described  derivatives  risk-management  systems  that  generally  coriformed 
with  them.  The  Group  of  Thirty  report  indicated  that  not  all  dealers  fully 
complied  with  its  recommendations.  Also,  bank  regulators  found  some 
serious  weaknesses  in  m^or  dealers'  risk-management  systems.  However, 
regulators  and  market  participants  said  that  improvements  have  been 
made  in  response  to  the  recommendations  and  guidelines. 


Page  44  GA0AK:D-94-133  PlnmncUl  Derivatives 


125 


Chapters 

Derimtiva  Require  Careftil 


Strong  Corporate 
Governance  Is  Critical 
to  Managing 
Derivatives  Activities 


Effective  risk-management  systems  must  be  capable  of  responding  to 
rapid  and  unanticipated  changes  in  portfolio  values  resulting  from 
volatility  in  the  financial  markets.  Strong  corporate  governance,  which 
includes  competent  supervision  by  finns'  boards  of  directors  and  senior 
management,  is  needed  to  ensure  that  such  systems  are  in  place  and 
functioning  as  anticipated.  The  audit  committees  of  the  boards  of  directors 
should  provide  oversight  of  internal  and  external  auditor  activity  to  ensure 
Expropriate  focus  and  to  ensure  that  management  is  not  overriding 
internal  controls.  Although  accountability  for  controlling  the  risks 
associated  with  derivatives  rests  with  the  boards  of  directors  and  senior 
management,  auditors  play  a  primary  role  in  testing  compliance  with 
risk-management  policies  and  controls.  Management  accountability  for 
internal  controls  can  be  enhanced  through  atmual  formal  assessments  and 
public  reporting  on  the  effectiveness  of  risk-management  policies  and 
controls.  Review  by  the  external  auditor  should  enhance  the  reliabibty  of 
such  reports.  The  likely  effect  of  such  assessments  and  reporting  would  be 
to  increase  the  attention  given  to  derivatives  risk  marxagement  by  senior 
management  and  boards  of  directors. 

The  15  m^r  ore  derivatives  dealers  we  visited  described  how  their 
boards  and  senior  managers  were  involved  in  controlling  derivatives 
activities.  Recent  studies  of  derivatives  activities  and  some  of  our  prior 
work  have  shown  a  need  for  improvement  in  corporate  governance 
systems.  In  addition,  significant  losses  have  been  reported  recently  by 
several  participants  in  the  derivatives  markets.  According  to  published 
reports,  some  of  these  losses  were  related  to  breakdowns  in  their 
lisk-management  systems  for  derivatives  activities. 


Corporate  Governance 
Requirements  Were 
Enacted  by  Congress  in 
Response  to  Failures  of 
Banks  and  Thrifts 


Our  prior  work  analyzing  failed  financial  institutions,  including  banks, 
thrifts,  and  insurance  companies,  showed  that  weak  systems  of  corporate 
governance  were  a  predominant  characteristic  of  the  failed  it\stitutions.' 
Our  report  on  the  audit  committees  of  the  nabon's  largest  banks  (those 
with  Ksets  of  $10  billion  or  more)  showed  that  their  committees  lacked 
the  independence  and  expertise  that  we  believed  were  necessary  to 
properly  oversee  bank  operations.^  Congress  recognized  the  link  between 
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past  failures  of  financial  institutions  and  weak  corporate  governance  when 
it  enacted  fdicia.  This  £ict  requires  management  of  large  banks  and  thrifts 
to  perform  annual  comprehensive  assessments  of  financial  institutions' 
systems  of  internal  controls  over  financial  reporting  and  to  report  to 
federal  regulators  on  the  effectiveness  of  such  systems.  In  addition,  fdicia 
requires  the  institutions'  external  auditors  to  attest  to  managements' 
assertions  in  a  separate  report  to  regulators,  fdicia  also  requires  the 
applicable  institutions  to  have  an  audit  committee  made  up  of  outside 
directors  who  are  independent  of  institution  management  and  establishes 
a  reporting  Unk  between  the  audit  committee  and  external  auditors.  An 
essential  responsibility  of  the  audit  committee  is  Ur  review  reports  of 
management  and  the  external  auditors.  For  the  largest  institutions,  fdicia 
requires  that  audit  committees  include  members  with  banking  or  related 
financial  management  expertise. 

Unforhmately,  regulations  issued  to  date  by  the  Federal  Deposit  Insurance 
Corporation  (fdic)  to  implement  the  corporate  governance  provisions  of 
FDIOA  have  been  limited,  fdic's  decision  to  issue  such  limited  regulations 
piovides  much  latitude  in  how  banks  and  thrifts  implement  the  law  and 
lessens  the  potential  of  the  law  to  effectively  control  derivatives  and  other 
risk-taking  by  the  banks.  Effective  implementation  of  the  corporate 
governance  model  of  fdicia  by  m^or  bank  dealers  and  end-users  of 
complex  derivative  products  may  require  regulators  to  issue  more  specific 
regulations  to  ensure  that  the  risks  of  derivatives  activities  are  properly 
addressed. 

We  believe  that  the  corporate  governance  model  established  by  fdicia  has 
broad  applicability  to  both  m^jor  dealers  and  end-users  of  derivative 
products.  Strong  internal  control  systems;  independent,  knowledgeable 
audit  committees;  and  public  reporting  on  internal  controls  are  critical  to 
firms  engaged  in  complex  derivatives  aictivities  Jind  should  play  an 
important  role  in  ensuring  sound  financial  operations  and  protecting 
shareholder  interests  of  these  firms.  Thus,  we  encourage  the  boards  of 
directors  of  m^or  dealers  and  end-users  of  derivatives  that  have  not 
already  done  so  to  establish  and  implement  these  improvements. 


Management,  Directors, 
and  Auditors  All  Play 
Crucial  Roles  in  Effective 
Corporate  Governance 


For  derivatives  market  participants,  an  effective  corporate  governance 
system  needs  to  specifically  address  all  areas  of  risk  related  to  these 
activities.  In  each  of  these  areas,  the  board  of  directors,  senior 
management  (and  its  designated  risk-monitoring  unit),  the  audit 
committee,  internal  auditors,  and  external  auditors  all  have  important 


Pa4{e46 


GAO/GGD-M-133  Fln«nrt«I  Dertvatlvu 


127 


CkaptcrS 

Dertvmthrca  Rcqnlre  Careftil  Managrweat 


roles  in  an  effectively  operating  risk-management  system.  TTie  different 
roles  that  each  of  these  groups  play  represent  critical  checks  and  balances 
i»  the  overall  risk-management  system. 

For  example,  in  an  effective  risk-management  system,  the  board  of 
directors  would  be  responsible  for  approving  the  risk-management 
poUcies  and  controls  that  management  proposes.  By  this  approval  process, 
the  board  would  gain  an  understanding  of  the  types  and  amounts  of 
derivatives  exposures  and  the  impact  they  might  have  on  the  firm  under 
varying  scenarios.  The  board  could  look  to  the  risk-monitoring  unit  and 
the  otaside  auditors  to  provide  an  analysis  of  this  exposure  before  it 
approves  related  policies  and  controls.  The  board  ultimately  would  be 
accountable  for  the  level  of  risk  assumed  by  the  firm  concerning 
derivatives.  Unless  the  board  were  knowledgeable  and  well-ii\formed,  it 
would  become  an  ineffective  link  in  the  risk-management  process. 

The  role  of  senior  management  (and  its  risk-monitoring  unit)  would  be  to 
implement  the  ^proved  policies  and  controls  to  ensure  that  risks  from 
derivatives  activities  are  (1)  within  the  limits  approved  by  the  board, 
(2)  properly  analyzed  before  transactions  are  undertaken,  (3)  monitored 
on  an  ongoing  basis,  and  (4)  comprehensively  reported  on  in  a  timely 
manner.  For  example,  policies  and  controls  would  be  in  place  to  ensure 
that  (1)  before  entering  into  transactions,  established  risk  limits  were 
understood,  the  legality  of  the  related  contracts  was  assessed,  an  analysis 
of  counterparty  financial  strength  was  performed,  market  factors  were 
considered,  and  system  capabilities  to  record  and  track  transactions  were 
in  place;  (2)  after  entering  into  transactiorvs,  changes  in  counterparty 
strength  and  market  factors  would  be  constantly  monitored  and  reacted  to 
as  necessary,  and  (3)  the  results  of  derivatives  activities  and  the  risk 
exposures  they  represent  would  be  reported  to  the  board  and  senior 
mai^ement  on  a  regular  basis.  These  risk-management  activities  would 
be  thoroughly  documented  in  order  to  provide  the  next  link  in  the 
risk-management  system — compliance  testing. 

Oversight  of  testing  compliance  with  risk-management  activities  would  be 
most  effective  under  the  piu^iew  of  the  audit  committee.  Using  the 
internal  and  external  auditors  as  its  tools,  the  audit  committee  would 
ensure  that  the  approved  risk-management  policies  and  procedures  were 
being  effectively  carried  out  in  the  daily  operation  of  the  firm  and  that 
management  was  not  overriding  related  internal  controls.  TTiis  function 
would  require  systematic  identification,  testing,  and  evaluation  of  the 
critical  internal  controls  that  were  designed  to  ensure  compliance  with 
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established  policies  and  procedures.  For  example,  risk-management 
controls  could  include  requiring  approval  of  transactions  based  on  dollar 
thresholds,  limiting  concentrations  of  risk,  monitoring  counterparty  credit 
deterioratioi\s,  testing  the  accuracy  of  counterparty  information  entered 
into  the  monitoring  system,  and  verifying  the  existence  of  collateral.  The 
audit  committee  would  also  oversee  the  development  and  implementation 
of  a  program  for  compliance  testing  and  evaluation  of  these  controls  by 
the  internal  and  external  auditors. 

Effective  oversight  by  the  audit  committee  would  require  that  committee 
members  be  independent  of  management  and  have  a  working  knowledge 
of  the  risks  and  exposures  of  derivatives  activities.  The  committee  would 
have  access  to  legal  counsel  and  to  other  outside  experts,  if  necessary,  to 
help  assess  these  risks  and  exposures.  In  addition,  internal  and  external 
auditors  would  need  to  be  highly  trained  professionals  who  were  capable 
of  evaluating  the  wide  array  of  complex  derivatives  transactions  and  their 
related  risks. 

The  results  of  the  internal  control  testing  and  evaluation  would  be 
reported  to  the  audit  committee,  which  would  then  report  such 
information  to  the  full  board  of  directors.  T^e  board  and  management 
would  take  immediate  action  to  correct  control  weaknesses  identified  in 
this  process. 

Most  of  the  msyor  studies  on  derivatives  activities — which  did  not 
specifically  focus  on  the  15  m^uor  ore  dealers  we  visited — have  indicated 
weaknesses  in  boards  of  directors'  and  senior  managers'  understanding  of 
and  controls  over  derivatives.  TTie  Group  of  TTurty  report  included,  among 
other  things,  recommendations  on  the  involvement  of  boards  and  senior 
managers  in  managing  derivatives  activities.  The  report  noted  that  top 
management  at  some  firms  may  not  have  the  expertise  and  involvement 
needed  to  adequately  address  the  risks  that  derivatives  pose  to  their  firms. 
Similarly,  the  federal  bank  regulators' Joint  study  on  derivatives  reported 
that  management  needed  to  increase  its  awareness  and  understanding  of 
the  nature  of  the  risks  assumed  in  the  firms'  derivatives  activities. 
Management  and  boards  that  do  not  have  a  sufficient  understanding  of 
derivatives  should  call  upon  experts  to  assist  them  in  gaining  knowledge 
of  derivatives  and  in  developing  appropriate  risk-management  systems  for 
the  derivatives  activities  of  their  firms. 
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Regulators  Play  a  Role  in 
the  Assessment  of  the 
Overall  Adequacy  of 
Risk-Management  Systems 


For  regulated  entities,  another  important  check  in  the  risk-maiuigement 
system  is  the  applicable  federal  regulator.  The  regulator  has  the  important 
role  of  an  outside  assessor  of  the  overall  adequacy  of  the  risk-management 
system.  Federal  banking  regulators  have  been  playing  this  role  to  some 
extent  They  reported  that  bank  derivatives  dealers  need  to  continue 
er\hancing  their  procedures  and  infrastructures  for  managing  and 
controlling  derivatives  risk  as  well  as  committing  sufficient  financial  and 
managerial  resources  to  developing  risk-monitoring  systems.  We  found 
that  bank  examiners  had  identified  at  least  16  instances  where  m^or  bank 
dealers  had  incomplete  or  inadequate  policies  addressing  their  derivatives 
activities. 


The  regulatory  role  can  be  enhanced  if  the  regulator  establishes  standards 
for  prudent  risk-management  practices  for  derivatives  and  reporting 
requirements  that  allow  for  the  monitoring  of  both  specific  entity  and 
systemwide  derivatives  activities.  The  Office  of  the  Comptroller  of  the 
Currency  (occ)^  and  the  Federal  Reserve''  separately  issued  guidance  for 
the  use  of  their  bank  examiners  and  banks  involved  in  derivatives 
activities.  Both  incorporated  many  of  the  Group  of  Thirty 
recommendations  on  board  and  senior  management  responsibility.  This 
responsibility  includes  ensuring  that  derivatives  activities  are 
(1)  consistent  with  boards  of  directors'  overall  risk-management 
philosophy  and  firms'  business  strategies,  (2)  conducted  in  a  safe  and 
sound  manner,  and  (3)  overseen  by  an  independent  risk-management 
group  that  has  clear  authority  to  carry  out  its  responsibilities. 

In  previous  reports,  we  have  recommended  that  banking  regulators 
increase  the  effectiveness  and  efficiency  of  their  regulatory  examinations 
by  focusing  more  attention  on  the  adequacy  of  an  ir^stitution's  overaU 
system  of  internal  controls.  The  types  of  risk-management  practices 
described  in  the  guidance  issued  by  occ  and  the  Federal  Reserve  could  be 
used  by  regulators  not  only  as  a  basis  for  assessing  risk-management  of 
derivatives  activities  but  also  for  assessing  the  overall  risk-management 
activities  of  the  institutioru  fdicia's  requirements  for  management  and 
auditor  inten\al  control  assessments  and  reporting,  if  properiy 
implemented,  could  efficiently  assist  examiners  in  making  their 
assessments.  Ebcaminers  can  use  the  work  of  management  and  aucfitors  to 


'Banlqnil  l3»u»nce  (BC-277):  Riali  Manigemmt  of  Riancial  Denv»av«»,  CompUoMCT  of  the  Currency 

<Supetvtoion  ind  Regulation  Letter  9»69:  Eiaminlng  tek  Maiajemenl  and  Inlenal  Comrola  for 
Trading  Activities  of  Banking  OipuUaations.  Board  of  Govemora  of  the  Federal  Reserve  System 
(bee  »,  IflM). 
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supplement  their  examination  procedures  as  long  as  they  adequately 
review  such  work. 


Reporting  on 
Risk-Management 
Assessments  Is  Key  to 
Accountability 


Formal,  doctmiented  assessments  of  risk-management  policies  and 
controls,  with  public  reporting  of  the  results,  would  help  strengthen 
risk-management  systems  through  increased  pubhc  accountability  of 
management  and  boards  of  directors.  This  type  of  formal  assessment  and 
reporting  helps  fiilfill  (1)  the  need  of  investors  to  know  how  well  their 
investments  are  being  managed,  (2)  the  necessity  for  regulators  to  have  an 
early  warning  of  problems  that  could  lead  to  futiire  financial  deterioration 
of  regulated  entities,  (3)  the  obUgation  of  counterparties  and  other 
creditors  to  understand  the  credit  risk  associated  with  these  entities,  and 
(4)  the  desire  of  the  general  public  to  have  accountability  in  our  financial 
system. 


OfBcials  from  all  15  dealers  we  visited  said  that  they  had  documented 
assessments  of  risk-management  systems  and  some  form  of  board  of 
director  and  senior  management  involvement  in  monitoring  and 
controlling  derivatives  activities.^  Examples  of  involvement  that  some 
cited  included  (1)  senior  managers  assessing  the  institution's  risk 
exposure  and  establishing  policies  for  derivatives,  (2)  derivatives 
managers  reporting  directly  to  the  board  of  directors,  and 
(3)  executive-level  committees  establishing  and  approving  the  credit  and 
trading  limits  for  derivatives  transactions.  Nevertheless,  the  Group  of 
Thirty  report  found  that  one-third  of  the  dealers  responding  to  its  survey 
of  80  U.S.  and  foreign  dealers  did  not  involve  senior  management  in 
authorizing  traders  to  commit  firms  to  transactions. 

We  found  that  the  external  auditors  performed  some  reviews  of  firms' 
derivatives  risk-management  systems  in  connection  with  their  audits. 
Some  dealers  reported  publicly  on  managements'  assessments  of  internal 
controls.  In  general,  we  did  not  find  specific  reporting  on  risk-management 
systems  for  derivatives  by  the  dealers.  However,  the  1993  annual  reports 
of  some  dealers  provided  expanded  discussion  of  risk-management 
practices  for  derivatives.  We  did  not  find  public  reporting  on  internal 
controls,  either  general  or  specific,  by  the  external  auditors  of  these  m^or 
dealers. 


'We  did  not  attempt  to  duplicate  the  extensive  industry  surveys  and  description  of  industiy  operations 
done  by  the  Group  of  Thirty  and  othere.  Instead,  we  laJlied  to  m^or  U.S.  OTC  derivatives  deaiers  about 
their  operatiotts  and  surveyed  them  to  obtain  consistent  uifonnation  about  particular  lislcs.  (See  app. 
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Under  fdicia,  beginning  in  1994,  dealers  that  are  large  commercial  banks 
and  their  auditors  are  required  to  report  to  regulators  on  management 
assessments  of  internal  controls  over  financial  reporting  juid  safeguarding 
of  assets.  TTiese  assessments  encompass  a  m^or  portion  of  the 
risk-management  systems  for  derivatives.  A  framework  for  evaluating  and 
reporting  on  controls  over  financial  reporting  and  safeguarding  of  assets, 
including  the  types  of  risk-management  controls  over  derivatives 
activities,  is  now  available  to  management  and  auditors.  This  firamework, 
entitled  Internal  Control-Integrated  Franwwork,  was  issued  by  the 
Committee  of  Spor\soring  Organizations  of  the  Treadway  Commission 
(coso)  in  September  1992.  With  a  recent  addendum  concerning 
safeguarding  of  assets  made  at  our  request,  we  believe  the  coso  framework 
is  an  effective  approach  to  evaluating  and  reporting  on  internal  controls. 
For  purposes  of  public  management  reporting,  the  coso  addendum 
provides  the  following  definition  related  to  safeguarding  controls: 

"Internal  control  over  safeguarding  of  assets  against  unauthorized  acquisition,  use  or 
disposition  is  a  process,  effected  by  an  entity's  board  of  Effectors,  management  and  other 
personnel,  designed  to  provide  reasonable  assurance  regarding  prevention  or  timely 
detection  of  unauthorized  acquisition,  use  or  disposition  of  the  entity's  assets  that  could 
have  a  material  effect  on  the  financial  statements." 

The  addendum  provides  a  related  definition  of  effectiveness: 

"Such  internal  control  can  be  judged  effective  if  the  board  of  directors  and  management 
have  reasonable  assurance  that  unauthorized  acquisition,  use  or  disposition  of  the  entity's 
assets  that  could  have  a  material  effect  on  the  financial  statements  is  being  prevented  or 
detected  on  a  timely  basis." 

Formal  assessments  and  reporting  on  internal  controls  over  financial 
reporting  and  safeguarding  of  assets  using  the  coso  fi'amework  will 
provide  a  consistent  measure  of  accountability  for  effective  risk 
management  of  derivatives  and  other  activities.  The  likely  effect  of  such 
assessments  and  reporting  would  be  to  increase  the  attention  to  risk 
management  by  senior  management  and  boards  cf  directors.  Currently, 
such  assessment  and  reporting  requirements  and  audit  committee 
requirements  apply  under  fdicia  to  large  insured  depository  institutions. 
Because  many  msyor  derivatives  dealers  and  end-users  are  not  insured 
depository  institutions,  these  requirements  do  not  extend  to  them. 

A  strong  system  of  internal  controls  is  particularly  important  for  msuor 
derivatives  dealers  because  the  volume  and  complexity  of  these  activities 
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require  significant  reliance  on  systems.  The  application  of  fdicia's 
reqxiirements  to  all  m^or  dealers  could  be  an  effective  means  to  ensure 
that  their  risk-management  systems  were  operating  effectively.  If  the 
systems  were  operating  effectively,  they  could  help  alleviate  the  risk  of  a 
systemic  crisis  resulting  from  the  failure  of  one  of  these  dealers.  Further 
extension  of  these  requirements  to  all  m^or  end-users  of  complex 
derivatives  would  greatly  increase  the  accountability  of  these  companies 
to  investors,  creditors,  and  the  general  public.  Such  strong  corporate 
governance  is  not  meant  to  preclude  firms  fi'om  taking  risks  but  is  meant 
to  preclude  them  fi-om  taking  risks  without  the  knowledge  and  approval  of 
senior  management  and  the  board  of  directors. 


The  general  types  of  risk  associated  with  derivatives  activities — credit, 
market,  legal,  and  operations — must  each  be  considered  in  the  design  and 
evaluation  of  an  effective  risk-management  system.  TTie  corporate 
governance  roles  of  the  board  of  directors,  senior  management,  the  audit 
conunittee,  and  the  auditors  must  extend  to  each  of  these  types  of  risk. 
Determining  the  level  of  involvement  of  these  various  groups  depends  on 
the  nature  and  magnitude  of  the  particular  risk  exposure.  A  discussion  of 
each  of  these  general  risks  as  it  relates  to  the  15  firms  we  visited  and 
^>ecific  guidance  for  controlling  these  risks  follows. 


Credit  Risk  Is  a  Key 
Consideration  in 
Managing  OTC 
Derivatives 


Credit  risk  is  the  exposure  to  the  possibility  of  financial  loss  resulting  from 
a  counterparty's  failure  to  meet  its  financial  obligations.  M^jor  ore  bank 
dealers  reported  that  the  dollar  amounts  of  credit  exposures  were 
generally  lower  for  their  derivatives  activities  than  for  their  traditional 
loans  as  of  December  1992.  Also,  for  1992,  the  msyor  ore  dealers  reported 
losses  from  credit  risk  of  less  than  one-half  of  1  percent  of  their  gross 
credit  exposures.  However,  managing  credit  risk  can  be  difficult  for  OTC 
derivatives  because  credit  exposure  can  change  rapidly.  The  Group  of 
Thirty  recommendations  and  baiUc  regulators'  guidance  s^iproached  tiiis 
risk  in  similar  ways.  The  major  otc  derivatives  dealers  we  visited 
described  procedures  that  generally  followed  these  approaches.  However, 
the  Group  of  Thirty  report  and  bank  regulators'  examinations  found 
weaknesses  in  the  procedures  derivatives  dealers  use  to  manage  credit 
risk. 


Credit  Exposure  Is 
Significant,  but  Losses  to 
Date  Have  Been  Small 


The  m^uor  otc  derivatives  dealers  put  their  capital  at  risk  in  an  attempt  to 
profit  from  their  derivatives  activities.  Using  equity  (assets  minus 
liabilities)  as  a  simple  measxn-e  of  capital,  we  found  that  for  these  dealers, 
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derivatives-related  credit  exposures  were  higher  than  their  equity. 
However,  for  all  but  one  bank  dealer,  credit  exposure  from  derivatives  was 
lower  than  credit  exposure  from  bank  loans.  For  all  of  the  m^or  ore 
derivatives  dealers,  their  credit  exposures  from  derivatives  were  also  far 
lower  than  the  outstanding  notional/contract  amounts  of  their  derivatives 
contracts  because  the  notional  amount  is  not  exchanged  in  many 
derivatives  transactions  and  is  not  a  measure  of  the  amount  at  risk.  The  14 
m^or  U.S.  derivatives  dealers  that  responded  to  our  survey  reported  that 
their  combined  gross  exposure  to  credit  risk  from  OTC  derivatives  in  1992 
was  $114  billion,  or  1.8  piercent  of  their  $6.5-trillion  notional/contract 
amounts. 

Our  analysis  indicated  that  the  reported  derivatives-related  credit 
exposures  of  the  m^jor  U.S.  dealers  varied.  As  shown  in  figure  3. 1,  the 
exposures  for  the  13  dealers  for  which  information  was  available  ranged 
from  about  19  percent  to  more  than  500  percent  of  equity  capital.  This 
means  that  the  financial  condition  of  some  derivatives  dealers  would  be 
more  quickly  affected  than  others  by  sizable  derivatives-related  credit 
losses.  As  shown  in  figure  3. 1,  the  gross  credit  exposure  of  10  of  the  13 
dealers  was  equal  to  or  greater  than  100  percent  of  equity. 
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Rgure  3.1:  Derivatives  Gross  Credit  Exposures  of  13  U.S.  OTC  Derivatives  Dealers  as  a  Percentage  of  Equity,  1992 
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Note:  Table  only  includes  data  tor  13  of  the  15  major  OTC  denvatives  dealers  because  2  did  not 
make  comparable  publrc  disclosures 

Source;  Annual  reports  for  1992 


Our  analysis  of  the  reported  derivatives-related  credit  exposures  of  the 
m^or  U.S.  bank  dealers  also  showed  that  their  derivatives  activities 
generally  represented  less  exposure  than  their  lending  aictivities.  As  shown 
in  figure  3.2,  the  derivatives-related  credit  exposures  for  the  seven  U.S. 
bank  dealers  were,  with  one  exception,  much  lower  than  the  credit 
exposure  arising  from  their  loans. 
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Rfpii*  3^  Cradit  Exposure*  of 
Darlvativas  and  Loans  o(  Savan  U.S. 
Banks  Compared  as  a  Percsntags  of 
Equity,  1992 


Oenvabves 
Loans 


Source  Annual  reports  for  1992. 


Although  complete  information  was  unavailable,  the  data  on 
derivatives-related  credit  loss  ejiperience  also  showed  that  these  activities 
had  not  produced  large  losses  as  of  year-end  1992.  According  to  data 
provided  by  the  14  m^or  U.S.  ore  derivatives  dealers  that  responded  to 
our  survey,  the  1992  total  losses  incurred  by  those  dealers  as  a  result  of 
derivatives  counterparty  default  was  $250  million,  or  about  0.2  percent  of 
their  combined  gross  credit  exposure.  For  the  3-year  period  firom  1990  to 
1992,  these  dealers  reported  incurring  total  credit-related  derivatives 
losses  of  about  $400  million. 


Facets 


fiAOAGGD-M-lSS  FIbsikUI  Derivmtim 


136 


Chapters 

Dertvmtive*  Require  CareftaJ  Muugement 


Assessing  and  Managing 
Credit  Risk  Is  More 
Difficult  for  OTC 
Derivatives 


Managing  derivatives-related  credit  risk  can  be  difficult  because  the 
amount  of  exposure  can  change  rapidly.  Almost  all  derivatives-related 
credit  exposure  in  the  United  States  arises  from  OTC  products  because 
derivatives  transactions  conducted  on  exchanges  are  processed  by 
clearinghouses.  Clearinghouses  guarantee  payments  between 
counterparties,  thus  significantly  reducing  credit  risk  for  exchange-traded 
derivatives. 


Assessing  and  managing  the  credit  risk  of  OTC  derivatives  requires  close 
monitoring  of  changes  in  the  market  values  of  these  contracts  because 
such  changes  affect  the  potential  loss  from  defaults.  The  market  value  of 
contracts  changes  with  fluctuations  in  the  underlying — such  as  interest 
rates  or  foreign  exchange  rates.  For  example,  if  the  value  of  the  German 
mark  rises  after  a  firm  enters  into  a  forward  contract  to  buy  marks  at  a 
future  date,  the  contract  value  will  have  increased  for  this  firm.  However, 
this  increjised  value  can  be  realized  only  if  the  counterpstrty  to  the 
contract  meets  its  obligation.  In  this  way,  increases  in  a  contract's  value 
increase  the  firm's  credit  exposure.  To  measure  its  total  credit  eiqjosure,  a 
firm  with  a  derivatives  portfolio  must  frequently  update  the  values  of  its 
derivatives  contracts  to  determine  the  impact  on  credit  e]q>osure  of 
changes  in  market  prices  and  rates. 


Guidance  Exists  for 
Managing  Derivatives 
Credit  Risk 


The  Group  of  Thirty  report  and  the  bank  regulatory  guidance  state  the 
following  three  important  practices  for  firms  in  their  management  of 
derivatives  credit  risk: 

Firms  need  to  fully  measure  their  derivatives-related  credit  risk  and 
establish  limits  on  the  amount  of  exposure  by  counterparty.  According  to 
the  recommendations  of  the  Group  of  lliirty  report,  fully  measuring  firms' 
derivatives  credit  exposures  requires  determiiung  (1)  each  contract's 
market  value  (current  exposure)  and  (2)  the  potential  increase  in  this 
market  value  (potential  credit  exposure).  The  second  step  involves 
estimating  a  probable  future  market  value  for  a  derivatives  contract, 
assuming  changes  in  the  underlying  market  prices  or  rates.^ 
Firms  need  to  establish  a  separate,  independent  credit  management 
function  for  overseeing  customer  credit  analysis,  developing  credit  limits, 
and  monitoring  compliance  with  these  limits.  The  Group  of  TTiirty 
recommended  that  an  independent  credit  risk-management  function  with 
clear  authority  and  analytical  capabilities  be  responsible  for  approving 


*In  n  typical  interest  rate  swap,  the  potentiaJ  credit  exposure  increases  eariy  in  the  life  of  the  swap  and 
then  declines  as  the  maturity  date  near& 
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Standards  used  to  measure  credit  exposure  for  all  activities,  not  Just 
derivatives,  setting  credit  limits  and  monitoring  their  use,  reviewing 
credits  and  concentrations  of  credit  risk,  and  reviewing  and  monitoring 
risk-reduction  arrangements. 

Firms  need  to  use  bilateral  netting  agreements  to  reduce  their  credit 
exposures  with  individual  counterparties.  Such  agreements  allow  parties 
to  combine  payment  obligations  arising  from  multiple  transactions  into 
one  net  payment  and  also  allow  them  to  create  only  one  obligation  in  the 
event  of  one  party's  default  or  failure.' 


Mcyor  U.S.  Dealers  Manage        Officials  of  the  msyor  U.S.  derivatives  dealers  we  interviewed  described 
Credit  Risk  in  Various  managing  their  derivatives-related  credit  risk  in  ways  that  generally 

^ayg  conformed  to  recommendations  by  the  Group  of  Thirty  and  guidance 

provided  by  bank  regulators.  Officials  of  these  dealers  said  that  their  firms 
operated  with  independent  credit  risk-management  functions,  had 
established  credit  limits,  and  used  netting  agreements.  In  addition,  they 
said  that  their  firms  reduced  credit  risk  by  conducting  most  of  their 
derivatives  transactions  with  counterparties  that  had  high  credit  ratings. 

Each  of  the  15  m^or  ore  dealers  we  visited  reported  having  an 
independent  credit  risk-management  group.  These  groups  were  described 
as  being  re^onsible  for  analyzing  the  creditworthiness  of  potential 
derivatives  counterparties,  setting  limits  on  such  exposures,  and 
monitoring  compliance  with  these  limits.  For  example,  officials  of  one  firm 
told  us  that  its  separate  credit  management  department  had  established 
nine  categories  of  creditworthiness  for  derivatives  counterparties.  The 
officials  said  that  the  department  used  these  categories  to  set  varying 
limits  on  the  amount  of  derivatives  transactions  that  could  be  made  with 
firms  in  these  categories,  'niey  said  that  the  credit  management 
department  was  separate  fi-om  the  derivatives  trading  departments  and 
reported  directly  to  this  firm's  senior  management. 


^In  addition  to  bilateral  netting,  multilateral  netting  has  the  potential  to  further  reduce  credit  nsk. 
Under  multilateral  rtettjrrg.  each  partictpant  has  orre  obligation  that  results  from  netting  its  positions 
with  those  of  all  other  pajticipants  in  the  multilateral  netting  systent  Multilateral  netting  reduces  the 
aiTKMint  of  TiKiney  subject  to  settlement  risk  (the  risk  that  funds  and/or  financial  instruments  will  not 
be  exchanged  as  anbcipaled)  by  releasing  capital  currently  used  to  support  derivatives  transactions.  In 
this  way,  multilateral  netting  can  reduce  systemic  risk  However,  it  also  has  the  potential  to  increase 
systemic  risk  by  concentrating  risk  in  a  central  counterparty  and  increasing  incentives  to  expand 
derivabves  activities  to  lower  credit  counterparties.  While  multilateral  netting  systems  exist  for 
exchange^tiaded  denvatives.  no  m^)o^  multilateral  netting  system  exists  for  OTC  derivatives 
Commercial  batiks  are  developing  proposals  to  establish  such  systems  for  certain  OTC  foreign 
exchaiige  contracts,  but  progress  has  been  shown.  (See  Report  of  the  Committee  on  Intertjank  Netting 
Schemes  of  the  Central  Banks  ot  the  Group  of  Ten  Countries,  BIS  (Basle,  Switzerland  Nov  1990) 
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Officials  of  each  of  the  15  dealers  also  told  us  that  they  had  established 
credit  risk  Umits  and  systems  to  ensure  firms'  observance  of  the  limits. 
Features  of  their  credit  risk-monitoring  practices  included  (1)  using 
automated  systems  to  quickly  determine  whether  a  counterparty's  limit 
had  been  exceeded;  (2)  checking  compliance  at  the  end  of  the  day  and 
directing  instances  of  exceeded  limits  to  management  for  action;  and 
(3)  requiring  traders  to  seek  prior  management  approval  for  some 
transactions,  such  as  those  exceeding  a  certain  dollar  threshold. 

The  14  dealers  that  responded  to  our  survey  reported  they  were  using 
netting  agreements  to  reduce  credit  risk.  According  to  our  survey,  a 
combined  total  of  about  75  percent  of  otc  derivatives  notional/contract 
amounts  were  subject  to  netting  agreements  for  the  12  firms  that  provided 
specific  information  as  of  December  1992.  The  14  dealers  that  responded 
to  our  survey  reported  that  their  combined  gross  exposure  to  credit  risk 
from  OTC  derivatives  as  of  December  1992  was  $114  billion.  This  amount 
was  reduced  to  about  $68  bUlion  after  taking  into  au;count  netting 
agreements,  collateral,  and  other  credit  risk  reduction  techniques. 

The  14  dealers  also  said  they  reduced  their  credit  risk  by  conducting  most 
of  their  derivatives  activities  with  counterparties  of  high  credit  quality. 
Twelve  firms  reported  that  94  percent  of  both  their  notional/contract 
amounts  and  credit  exposure  as  of  December  1992  was  with  investment 
grade  counterparties.  That  is,  most  of  their  counterparties  had  BBB  or  Baa 
and  higher  credit  ratings.'  We  also  developed  information  that  confirms 
the  high  credit  quality  of  most  derivatives  counterparties.  FYom  publicly 
available  data,  we  identified  200  firms  with  swap  portfolios  of  at  least 
$1  billion  as  of  year-end  1991.  These  firms  included  many  financial 
institutions  and  commercial  firms.  As  shown  in  table  3. 1,  97.5  percent  of 
the  total  $5. 5  trillion  of  outstanding  notional  amount  of  swaps  held  by 
these  firms  was  recorded  by  firms  that  had  investment  grade  ratings.  Only 
2.5  percent  of  the  total  was  recorded  by  firms  with  norunvestment  grade 
ratings. 


"According  to  m^Jor  credit  rating  agencies,  Standard  &  Poor's/Mood/s,  AAA/Aaa  through  BBB/Baa 
ratings  are  investment  grade,  lespectively.  AAA/Aaa  are  the  highest  rating  indicating  that  capacity  to 
repay  debt  is  extremely  strong  AA/Aa  indicate  a  very  strong  capacity  to  repay  differing  from  AAA/Aaa 
only  in  a  small  degree.  A  indicates  a  strong  capacity  to  repay  although  with  somewhat  more 
susceptibility  to  adverae  effects  of  changes  in  circumstances  and  economic  conditions  than  in  the 
higher  rated  categories  BBB/Baa  indicate  an  adequate  capacity  to  repay  but  with  somewhat  more 
susceptibility  to  adveise  effects  of  changes  in  circumstances  and  economic  conditioiu  tiian  in  tiie 
higher  rated  categories 


Page  58  GAO/GGD-S4-t33  Financial  Derivatives 


139 


Chapters 

Derivmtives  Require  Carefol  Manafement 


Table  3.1:  1993  CredH  Ratings  of  200 
Companies  With  More  Than  $1  Billion 
in  Swaps  Outstanding  as  o1  Year-End 
1991 


Dollars  in  billions 

Credit  rating 

Number  of 
companies 

Outstanding  notional 
amounts  of  swaps 

Percent 

AAA  or  Aaa 

21 

$535 

9.7% 

AAor  Aa 

34 

1.747 

31.7 

A 

78 

2.023 

36.7 

BBB  or  Baa 

38 

1.066 

19.4 

Total  Investment  grade 

171 

$5,371 

97.5% 

Speculative 

15 

30 

0.6 

Unrated 

14 

106 

1.9 

Total  noninvestment 

grade 

29 

$136 

2.5% 

Sources  Swaps  Monitor  Publications.  Inc  .  Derivatives  Strategy  &  Tactics.  Inc  ,  and  various 
annual  reports. 


The  likelihood  of  default  losses  on  investment  grade  credit  exposure  is 
low,  on  the  basis  of  historical  performance.  A  msuor  credit-rating  agency 
tabulated  the  performance  of  4,000  bond  issuers  over  a  22-year  period.  It 
foimd  that  the  worst  1-year  default  rate  for  investment  grade  issuers  was 
1.1  percent  for  those  firms  that  had  Baa  ratings  within  the  prior  year.  The 
demand  for  a  top  credit  rating  among  otc  market  participants  has 
provided  an  incentive  for  derivative  dealers,  whose  credit  ratings  are 
below  AAA  and  AA,  to  create  separately  capitalized,  credit-enhanced  AAA 
subsidiaries.  These  subsidiaries  have  ratings  higher  than  their  parent  firms 
primarily  because  capital  is  segregated  in  the  separate  subsidiaries. 


Weaknesses  in  Credit 
Risk-Management 
Procedures  Have  Been 
Found 


The  recommendations  of  the  Group  of  Thirty  and  the  guidance  of  federal 
bank  regulators  were  based  on  weaknesses  that  the  Group  of  Thirty  and 
the  regulators  each  had  discovered  in  the  procedures  of  various 
derivatives  dealers.  According  to  survey  results  published  in  the  Group  of 
Thirty  report,  25  percent  of  the  80  dealers  surveyed  did  not  monitor 
counterparty  exposures  on  at  least  a  daily  basis.  Although  most  dealers 
regularly  updated  and  monitored  the  market  values  of  their  derivatives 
(their  current  exposure),  about  78  percent  did  not  frequently  adjust  the 
total  estimated  credit  exposures  to  account  for  changes  in  the  potential 
credit  exposures  of  individual  transactions.  Not  a4justing  these  amounts 
can  lead  to  inaccuracies  in  calculations  of  a  firm's  total  credit  risk. 


In  its  dealer  siirvey,  the  Group  of  Thirty  also  found  that  most  firms' 
risk-management  systems  were  incapable  of  monitoring 
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derivatives-related  credit  risk  across  products  and  activities.  The  systems 
used  by  about  half  of  the  dealers  did  not  aggregate  exposures  from 
derivatives  and  nonderivatives  activities  across  all  products  and  all 
business  lines.  Of  these,  about  half  planned  to  introduce  this  capability. 
Without  this  capability,  a  firm  could  extend  credit  that  exceeded 
previously  determined  limits.  About  66  percent  of  the  dealers  surveyed 
also  had  not  integrated  their  derivatives-related  credit  risk-management 
systems  with  those  for  other  activities,  such  as  loans.  And  less  than  half  of 
these  planned  to  make  this  improvement 

Bank  regulators  have  dted  nuyor  U.S.  bank  derivatives  dealers  for  credit 
risk-management  weaknesses,  such  as  failure  to  set  or  follow  risk  limits. 
For  example,  one  institution  did  not  always  document  credit  approvals  for 
derivatives  transactions  Another  institution  was  not  monitoring  its  credit 
exposures  with  counterparties  on  a  global  basis.  Because  of  these 
weaknesses,  these  institutions  could  not  ensure  that  they  would  not 
exceed  their  counterparty  limits. 


Managing  Market  Risk 
for  Derivatives  Can  Be 
Complex 


Another  derivatives-related  risk  is  market  risk.  As  defined  in  chapter  1, 
market  risk  is  the  exposure  to  the  possibility  of  financial  loss  resulting 
firom  unfavorable  movements  in  interest  and  currency  rates  as  well  as 
equity  and  commodity  prices  A  key  step  in  managing  market  risk  is 
measuring  it  Accurately  measuring  derivatives  market  risk  is  dependent 
iqx>n  accurate  derivatives  pricing.  However,  pricing  can  be  difficult 
because  derivatives'  values  are  affected  by  many  factors.  The  Group  of 
Thirty  recommendations  and  regulatory  guidance  proposed  similar 
practices  for  managing  market  risk.  And  the  msyor  U.S.  dealers  we  visited 
described  practices  that  were  generally  like  those  proposed.  However,  the 
Group  of  Thirty  and  federal  bank  regulators  have  identified  weaknesses  in 
the  practices  derivatives  dealers  follow  in  managing  market  risk. 


Measuring  and  Managing 
Derivatives  Market  Risk 
Can  Be  Difficult 


Accurately  measuring  the  market  risk  for  derivatives  portfolios  requires 
the  use  of  modem  computer  systems  and  software  that  rely  on  the  most 
advanced  mathematical,  statistical,  and  database  techniques.  One  aspect 
of  derivatives  that  makes  measuring  and,  therefore,  managing  market  risk 
difficult  is  that  their  values  are  influenced  by  many  different  factors.  For 
example,  the  value  of  a  portfolio  of  foreign  exchange  options  is  affected  by 
changes  in  exchange  rates,  interest  rates,  and  the  length  of  time  remaining 
before  the  options  expire. 
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Increased  difficulty  in  properly  assessing  the  extent  of  some  derivatives' 
market  risk  also  arises  because  ore  products  lack  centralized  markets, 
such  as  exchanges,  where  prices  are  readily  disclosed.  Instead,  dealers  of 
OTC  derivative  products  use  sophisticated  mathematical  models  to 
compute  a  product's  value  using  various  factors.  Sometimes,  the  factors 
used  in  these  calculations  are  assumptions  that  can  vary  depending  on 
characteristics,  such  as  the  periods  selected  to  calculate  their  value. 


The  market  risk  of  derivatives  can  also  be  difficult  to  measure  because  the 
values  of  some  of  these  products  can  change  in  different  proportions  than 
the  assets  or  rates  that  underlie  them.  For  example,  if  the  exchange  rate 
between  two  currencies  changes  by  5  percent,  the  value  of  a  foreign 
exchange  forwaird  involving  these  currencies  would  change  roughly 
symmetrically,  or  by  about  5  percent  However,  the  value  of  options 
involving  these  currencies  would  not  change  symmetrically.  The 
asymmetrical  movement  in  option  prices  makes  measuring  their  market 
risk  and,  therefore,  appropriately  managing  it  more  difficult,  especially  as 
the  size  of  a  firm's  portfolio  grows. 

Further,  the  development  of  more  complex  derivative  products,  such  as 
hybrid  derivatives,  complicates  pricing  and,  therefore,  measuring  and 
managing  market  risk.  Hybrid  derivatives  are  composite  products  that  can 
include  two  or  more  underiyings  that  can  determine  pricing  and  payout 
(profit  or  loss).  However,  the  two  or  more  underiyings  cannot  be  isolated 
or  decomposed  into  independent  single  underiyings.  As  a  resvUt,  while 
hybrids  can  be  more  economical  (for  example,  composite  options  are  less 
costly  than  a  portfolio  of  options  on  every  underlying),  the  risk  of 
mispricing  can  be  greater. 

Finally,  measuring  the  extent  of  market  risk  of  derivative  products  alone  is 
not  sufficient  to  understand  the  firm's  total  market  risk.  Derivatives  might 
be  used  in  coryunction  with  other  assets  and  liabilities.  As  discussed  in 
chapter  1,  a  forward  contract  might  be  used  to  hedge  the  future  value  of  a 
firm's  cash  in  another  currency.  As  the  exchange  rate  fluctuates,  the  value 
of  the  forward  contract  and  the  value  of  the  cash  will  change  in  opposite 
directions.  Therefore,  determining  the  firm's  market  risk  requires 
assessing  the  nuu-ket  risk  of  both  positions  in  relation  to  each  other.  These 
assessments  can  get  extremely  complicated  for  the  msyor  OTC  derivatives 
dealers,  because  they  do  not  hedge  each  asset  or  liability  individually. 
Rather,  they  might  hedge  different  combinations  of  assets  and  liabilities 
together  using  different  combinations  of  derivatives.  Determining  their 
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total  market  risk  requires  assessing  the  relationships  and  changes  in 
values  of  their  entire  portfolio. 

Although  only  limited  data  exist  on  the  extent  of  unanticipated  losses  due 
to  market  risk  involving  derivatives,  the  available  information  indicates 
that  such  losses  can  be  significant.  As  indicated  in  ch^ter  1,  while 
leverage  provides  a  less  expensive  way  to  profit  fi-om  market  value 
changes,  it  can  also  lead  to  potentially  large  losses.  For  example,  a  futures 
contract  to  buy  $100,000  of  U.S.  Treasury  bonds  can  be  purchased  by  a 
deposit  of  as  little  as  $1,500.  However,  if  the  price  of  these  bonds  declines 
by  only  1  percent,  the  value  of  this  futiu-es  contract  would  decrease  by 
$1,000,  or  66  percent  of  the  amount  deposited.  We  could  not  identify  any 
aggregate  data  on  losses  resulting  from  derivatives  activities,  but  recent 
regulatory  and  press  reports  have  Indicated  that  commercial  firms  that  are 
end-users  have  suffered  large  losses  by  either  speculating  using  derivatives 
or  failing  to  properly  manage  attempts  to  hedge  their  business  activities. 
For  example,  one  large  international  firm  lost  more  than  $1  billion  in 
derivatives  transactions  after  market  prices  moved  against  its  derivatives 
transactions.' 


Guidance  Exists  for 
Managing  Market  Risk 


The  Group  of  Thirty  recommendations  and  federal  bank  regulatory 
guidance  encourage  dealers  to  include  in  their  risk-management  systems 
two  primary  elements.  First,  systems  should  be  able  to  measure  and  limit 
exposure  to  market  risk  losses.  This  requires  firms  to  value  all  their 
derivatives  using  market  values — called  mark-to-markeL  Federal  Reserve 
guidance  recommends  that  banks  mark-to-market  their  derivatives 
portfolios  at  least  daily.  It  also  recommends  that  banks  have  systems  that 
assess  the  impact  of  price  movements',  or  exposure  to  loss,  of  a  given 
probability  over  a  specified  time  on  derivatives.  In  addition,  the  guidance 
recommends  that  boards  of  directors  set  approved  limits  on  such 
exposures  to  loss.  Second,  systems  should  stress  test,  or  simulate,  the 
impact  that  various  changes  in  market  prices  and  rates  would  have  on  the 
value  of  a  firm's  derivatives  portfolio.  For  example.  Federal  Reserve 
guidance  expects  the  bariii  to  analyze  its  ability  to  withstand  changes  in 


■'According  to  the  Commodity  Futures  Trading  Commission  (CFTC)  and  various  trade  Journals,  in  late 
1993,  the  U.S.  sut)sidiary  of  a  large  German  coinmodities  firm  reportedly  incurred  extensive  losses  on 
various  OTC  and  exchange-traded  derivatives  contracts  after  oil  prices  moved  against  the  firm. 
Financial  assistance  arranged  by  Deutsche  Bank,  a  part  owner  of  the  firm,  reportedly  involved  more 
than  120  international  banks  and  about  $2  billion  to  resolve  the  crisis-  According  to  news  accounts, 
poor  operations  controls  were  responsible  for  allowing  the  losses  at  this  firm  to  grow  to  such  levels. 
Reports  are  also  beginning  to  appear  about  unanticipated  derivatives  losses  totaling  in  the  hundreds  of 
millions  of  dollars  by  some  U.S.  firms. 
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price  resulting  &om  market  events  or  changes  in  market  participant 
behavior  that  could  have  adverse  effects. 


Dealers  Report  Using  a 
Variety  of  Ways  to  Manage 
Market  Risk 


AU  15  m^or  U.S.  dealers  we  visited  described  having  risk-management 
systems  that  included  limits  on  their  market  risk  exposure  and  stress 
testing  procedures,  although  the  way  each  firm's  system  operated  varied. 
The  15  dealers  said  they  valued  their  derivatives  portfolios  on  a 
mark-to-market  basis  and  had  limits  on  their  exposure  to  market  risk. 
Often  these  dealers  had  overall  limits  that  included  limits  on  the  amount  of 
exposure  that  could  be  incurred  by  different  organizational  units, 
products,  or  individual  traders. 

The  dealers  measured  these  limits  in  various  ways.  For  example,  one 
official  said  that  the  firm  used  eamings-at-risk  limits  that  established  the 
maximum  amount  of  earnings  the  firm  was  willing  to  risk  in  its  derivatives 
portfolio.  An  official  of  another  firm  said  the  firm  set  limits  based  on  a 
daily  measurement  of  the  maximum  amount  it  could  lose  on  its  derivatives 
positions  over  the  next  year.  This  firm's  risk-management  system 
produced  a  report  of  these  amounts  across  risk  categories,  including 
interest  rates,  equities,  commodities,  and  various  foreign  currencies. 

The  systems  these  dealers  used  to  report  their  market  risk  exposures  also 
varied.  We  were  told  about  (1)  a  system  c^qiable  of  updating  the  values  of 
all  positions  almost  immediately,  giving  management  knowledge  of  the 
current  value  of  the  firm's  derivatives  holdings;  (2)  a  system  that  provided 
traders  and  supervisors  instant  access  to  information  on  individual 
trader's  positions  and  provided  daily  consolidated  reports  to  management; 
(3)  a  system  that  compiled  the  value  of  derivatives  holdings  on  a  global 
basis;  and  (4)  a  system  that  consolidated  all  positions  in  specific 
geographic  areas  but  not  for  the  firm  as  a  whole. 

The  14  dealers  that  responded  to  our  survey  reported  that  they  stress 
tested  their  portfolios  to  determine  the  effects  of  movements  in  market 
prices  on  portfolio  value,  including  the  firms'  derivatives.  The  tests  were 
intended  to  simulate  price  changes  based  on  historical  volatilities  over,  for 
example,  a  2-year  period.  The  actual  periods  used  by  other  firms  varied. 
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Weaknesses  in  Market 
Risk-Management 
Procedures  Have  Been 
Found 


The  Group  of  Thirty  and  federal  bank  regulators  have  identified  some 
weaknesses  in  the  procedures  derivatives  dealers  used  to  manage  market 
risk.  Of  the  80  U.S.  and  foreign  derivatives  dealers  that  the  Group  of  Thirty 
surveyed,  15  percent  indicated  they  did  not  mark  their  derivatives  trading 
portfolios  to  market  Large  dealers  more  fi'equently  reported  having 
systems  that  marked  derivatives  to  market  than  did  small  ones.  Also, 
39  percent  of  the  dealers  surveyed  did  not  stress  test  their  portfobos  to 
determine  the  impact  of  unexpected  market  changes  on  their  derivatives 
portfolios;  20  percent  of  the  large  dealers  in  the  survey  were  not  using  this 
technique. 

Bank  examiners  have  identified  weaknesses  in  procedures  used  by  msuor 
U.S.  bank  dealers  to  control  market  risk  For  example,  bank  examiners 
identified  at  least  12  instances  of  these  banks  failing  to  accurately  value 
their  derivatives  positions.  At  one  institution,  regulators  found  that  the 
bank  had  not  yet  developed  eamings-at-risk  limits  for  all  the  derivative 
products  it  was  trading.  At  another  bank,  regulators  found  that  the 
institution's  risk  limits  for  changes  in  the  value  of  interest  rate  products 
with  different  maturities  were  not  sufficienUy  detailed  to  limit  losses  that 
could  occur  if  interest  rates  did  not  change  equally  for  all  maturities. 


Various  Factors  Affect 
Legal  Enforceability 
of  Derivatives 
Contracts 


A  third  type  of  derivatives-associated  risk  is  legal  risk — the  possibility  of 
financial  loss  resulting  fi'om  an  action  by  a  court  or  by  a  regulatory  or 
legislative  body  that  invalidates  a  derivatives  contract  or  prior  derivatives 
transactions.  Legal  risk  is  associated  primarily  with  ore  contracts  in  the 
United  States  because  the  legal  standing  of  exchange-traded  derivatives  is 
better  established.  The  management  of  legal  risk  requires  anticipating 
events  that  could  affect  the  enforceability  of  contracts.  To  date,  we  are 
aware  of  one  case  involving  action  by  a  legal  body  that  produced  relatively 
large  losses  for  some  dealers.  The  Group  of  TTiirty  report  and  bank 
regulatory  guidance  address  legal  risk  in  derivatives  activities,  and  firms 
report  using  a  variety  of  wstys  to  manage  this  risk. 

The  primary  legal  risk  for  derivatives  is  that  a  court  or  other  body  will  find 
the  contract  to  be  unenforceable.  For  example,  the  terms  of  a  derivatives 
contract  may  violate  a  law.  Until  recently,  users  of  swaps  and  other  ore 
derivatives  in  the  United  States  faced  the  risk  that  a  court  would  invalidate 
their  contracts  as  illegal  off-exchange  futures  contracts.  The  Commodity 
Exchange  Act  (cea)  requires  that  any  trade  in  a  futures  contract  be 
executed  on  an  exchange  designated  by  crrc.  Although  cea  does  not 
define  a  fiitures  contract,  administrative  and  judicial  decisions  have 
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applied  the  term  broadly  enough  to  potenlially  include  swaps  and  other 
derivatives  that  have  futures-like  characteristics.  A  Judicial  decision 
defining  one  of  these  contracts  as  a  futures  contract  would  have  both 
invalidated  the  contract  and  called  into  question  the  legality  of  many  ore 
derivatives  activities. 

Without  resolving  whether  any  ore  derivative  was  a  futures  contract,  cftc 
substantially  reduced  this  legal  risk  by  using  authority  that  the  Futures 
Trading  Practices  Act  of  1992  granted  it  to  exempt  swaps  from  most  cea 
provisions,  including  the  exchange  trading  requirements.  However,  the 
exemptive  provision  does  not  completely  eliminate  the  risk  that  a  swaps 
contract  could  be  found  to  violate  cea.  Furthermore,  it  does  not  apply  to 
swaps  whose  payments  are  based  on  the  prices  of  securities  or  securities 
indexes. 

"nie  potential  for  derivatives  to  be  found  in  violation  of  existing  laws  also 
exists  in  other  countries.  The  Group  of  TTiirty  reported  that  some 
derivatives  continue  to  face  uncertain  treatment  under  gambling  statutes 
in  Brazil,  Canada,  and  Singapore. 

Another  source  of  legal  risk  is  that  a  party  to  a  derivatives  contract  may  be 
deemed  to  have  lacked  the  authority  to  have  entered  into  the  contract  A 
legal  decision  of  this  kind  in  the  United  Kingdom  produced  some  of  the 
largest  derivatives  losses  that  have  occurred  to  date.  In  this  case,  a  court 
found  that  a  local  government  council  lacked  the  legal  authority  to  enter 
into  derivatives  contracts.  That  decision  invalidated  the  council's  swaps 
and  other  contracts.  As  a  result  of  the  deciaon,  the  derivatives  contracts 
of  approximately  130  such  local  councils  were  invaUdated,  resulting  in 
losses  of  about  $178  miUion  to  more  than  75  derivatives  dealers. 

Even  when  a  contract  is  valid,  a  court  or  other  organisation  may  not  give 
effect  to  a  material  contract  provision.  For  example,  many  derivatives 
dealers  and  users  are  concerned  about  the  enforceability  of  netting 
agreements.  As  discussed  previously,  netting  is  a  means  of  reducing  the 
credit  risk  associated  with  ore  derivatives  contracts.  Counterparties  to  a 
series  of  contracts  agree  to  offset  their  reciprocal  payment  obligations 
against  each  other  and  exchange  a  single  payment  representing  only  the 
difference.  Netting  thereby  reduces  their  credit  exposures  by  preventing 
one  counterparty  that  becomes  insolvent  fix>m  suspending  its  payments, 
while  at  the  same  time  demanding  performance  by  its  counterparty. 
Recent  changes  in  U.S.  law  have  made  the  enforceability  of  netting 
virtually  certain;  however,  questioris  remain  about  the  enforceability  of 
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some  netting  agreements.  Because  the  law  does  not  explicitly  address 
cross-product  netting,  doubt  remains  about  the  enforceability  of  all 
agreements  to  net  across  product  types.  That  is,  to  net  a  swaps  amount 
against  a  forwards  amount  is  still  in  doubt 

The  enforceability  of  netting  in  other  countries  is  uncertain.  The  Group  of 
Thirty  report,  which  considered  legal  opiruons  addressing  derivatives 
issues  for  the  Uruted  States  and  eight  other  countries,  stated  that  a^Jthough 
many  of  these  countries  had  taken  steps  to  increase  the  legality  of  netting 
agreements,  more  could  be  done  to  increase  certainty.  For  example,  the 
report  noted  that  in  Australia  no  specific  law  provided  for  the  netting  of 
obligations  and  that  in  Japan  no  court  precedent  supported  netting. 

The  bank  regulatory  guidance  recommended  similar  procedures  for 
limiting  legal  risk.  It  indicated  that  banks  should  reasonably  satisfy 
themselves  that  their  counterparties  have  the  legal  authority  to  enter  into 
transactions.  In  addition,  it  recommended  that  banks  satisfy  themselves  of 
the  legality  of  the  terms  of  any  contract  governing  their  derivatives 
activities  with  a  counterparty. 

All  11  msyor  U.S.  derivatives  dealers  that  responded  to  the  legal  risk  part 
of  our  survey  described  similar  methods  of  hmiting  the  legal  risk  in 
derivatives  activities.  These  dealers  indicated  that  their  legal  departments 
assessed  the  enforceability  of  their  derivatives  contracts  and,  when 
sqjpropriate,  obtained  legal  opinions  regarding  counterparties'  authority  to 
enter  into  contracts. 


M^or  OTC 
Derivatives  Dealers 
Reported  Using 
Sophisticated  Systems 
to  Manage  Operations 
Risk,  but  Weaknesses 
Have  Been  Identified 


The  last  risk  in  derivatives  activities  that  we  discuss  is  operations 
risk — the  exposure  to  the  possibility  of  financial  loss  resulting  from 
inadequate  systems,  management  failure,  faulty  controls,  fraud,  or  human 
error.  The  Group  of  Thirty  and  bank  regulators  have  recommended  ways 
to  address  operations  risk,  and  the  mjuor  ore  derivatives  dealers' 
descriptions  of  their  systems  generally  included  some  of  the  same 
recommended  elements.  However,  the  Group  of  Thirty  and  regulators 
have  identified  weaknesses  in  derivatives  dealers'  management  of 
operations  risks.  Further,  while  the  losses  we  reported  earlier  resulted 
from  unexpected  market  movements,  the  magrutudes  involved  reflect  a 
breakdown  in  operations  controls.  Only  such  a  breakdown  could  allow 
losses  to  grow  so  large  before  being  detected. 
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Managing  derivatives'  operations  risk  requires  developing  the  procediires 
and  controls  needed  to  enstire  the  effective  management  of  the  other  basic 
types  of  financial  risk,  including  credit,  market,  and  legal  risks.  Tlie  Group 
of  Thirty  indicated  that  the  procedures  and  controls  of  derivatives  dealers 
should  be  adequate  to  ensure  that  derivatives  transactions  are  recorded 
acciirately;  risks  are  measured  fully,  and  traders  comply  with  all  required 
policies,  procedures,  and  limits.  The  complex  nature  of  many  derivatives 
transactions  increases  the  difficulty  of  developing  adequate  procedures 
and  controls.  For  example,  determining  the  value  of  most  derivative 
products  requires  complicated  mathematical  calculations  that  are  not 
easily  done,  especially  on  a  daily  basis,  without  advanced  computer 
sjrstems  and  skilled  personnel. 


The  Group  of  Thirty  recommendzitions  and  baiUc  regulatory  guidance 
provided  similar  procedures  for  controlling  the  operations  risk  of 
derivatives.  TTiey  recommended  that  firms 

invest  in  qualified  personnel  and  comprehensive  risk-management  systems 

that  are  commensurate  with  the  scope,  size,  and  complexity  of  their 

activities  and  risks; 

establish  credit  risk-management  and  market  risk-management  functions 

that  aire  independent  of  trading  personnel;  and 

conduct  internal  audits  of  their  derivatives  activities  to  ensure  that 

policies,  procedures,  and  limits  related  to  derivatives  are  being  followed. 

All  15  msyor  U.S.  derivatives  dealers  we  visited  told  us  they  had  controls 
over  their  derivatives  activities.  Examples  they  cited  included  the 
separation  of  duties  between  trading  and  administrative  staff,  indepyendent 
transaction  confirmatioi\s,  and  independent  pricing  of  their  OTC  portfolios. 

A  specific  example  of  a  control  used  by  the  dealers  we  visited  was  that 
they  generated  information  on  their  derivatives  trading  activities  fi-om  two 
separate  groups.  The  groups  were  traders,  those  who  contact  customers 
and  do  trar\sactions,  and  admiiustrative  staff,  those  responsible  for 
accounting  and  systems  operatioris.  Each  group  reported  trading  totals 
and  estimated  exposures  daily  and  then  compared  the  reports  for 
consistency.  These  dealers  emphasized  the  importance  of  good 
communication  between  both  groups,  pointing  out  that  each  must  provide 
a  check  on  the  other,  while  having  segregated  duties  and  independence  in 
key  activities. 
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Although  the  m^or  dealers  attempted  to  control  their  operations  risk,  the 
Group  of  Thirty  report  noted  that  firms  using  derivatives  should  increase 
their  efforts  to  hire  additional  qualified  staff  to  admiiuster  support 
functions.  The  report  found  that  the  transaction  confirmation  function  was 
fully  automated  at  40  percent  of  the  dealers,  partially  automated  at 
10  percent  of  the  dealers,  and  not  automated  at  45  percent  of  the  dealers.'" 
Of  the  dealers  that  were  partially  automated  or  not  automated,  80  percent 
planned  to  automate  completely.  Finally,  the  Group  of  Thirty  found  that 
one-third  of  the  dealers  that  responded  to  its  survey  did  not  involve  senior 
management  in  authorizing  traders  to  commit  the  firm  to  transactions. 

Effective  management  of  operations  and  other  derivatives  risks  requires  a 
strong  system  of  corporate  governance.  Elarlier  we  discussed  the 
importance  of  instituting  such  systems  for  m^or  derivatives  dealers  and 
end-users.  While  the  Group  of  Thirty  report  and  regulators'  guidance 
address  some  a^ects  of  corporate  governance,  we  do  not  believe  they 
alone  are  enough  to  ensure  that  derivatives  risks  will  be  effectively 
managed. 
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To  better  ensure  the  safety  and  soundness  of  individual  banks  and  the  U.S. 
financial  system,  federal  bank  regulators  oversee  all  bank  activities, 
including  derivatives  activities.  Regulators  use  three  primary  means  to 
oversee  bank  activities:  reviewing  required  reports;  requiring  adherence  to 
minimum  capital  standards;  and  conducting  periodic  examinations  to 
verify  compliance  with  reporting,  capital,  and  other  regulcitory 
requirements.  Although  bank  regulators  have  proposed  improvements  to 
the  reports  banks  submit,  information  banks  are  currently  required  to 
report  on  credit  risk  exposures  and  derivatives  earnings  is  insufficient  for 
regulators  to  use  in  monitoring  and  identiiying  potential  problems  of 
m<uor  bank  OTC  derivatives  dealers.  Also,  although  minimum  capital 
standards  are  designed  to  protect  against  credit  risk  losses  from 
derivatives,  banks'  capital  standards  do  not  completely  address  the  other 
risks  of  derivatives  activities.  Efforts  are  under  way  to  expand  these 
standards.  Fiiuilly,  bank  regulatory  examinations,  which  are  critical  to 
effectively  monitoring  the  risk-management  practices  of  the  major  bank 
dealers,  cover  derivatives  activities  but  do  not  comprehensively  assess  and 
document  internal  controls  over  these  activities.  Bank  regulators  have 
taken  other  actions  to  address  the  risks  associated  with  derivatives 
activities,  including  issuing  guidance  and  sharing  information  in 
interagency  forums. 


Various  Organizations 
Are  Responsible  for 
Overseeing  Banks  and 
the  U.S.  Financial 
System 


A  primary  purpose  of  federal  banking  regulation  is  to  better  ensure  the 
safety  and  soundness  of  individual  banks  and  the  U.S.  financial  system. 
Federal  bank  regulators  monitor  the  financial  soundness  of  federally 
insured  banks  to  protect  depositors'  interests  and  to  minimize  potential 
losses  to  the  Bank  Insurance  Fund.  In  atddition,  the  Federal  Reserve  is 
re^wnsible  for  ensuring  the  overall  stability  of  the  U.S.  financial  system  by 
serving  as  a  lender  of  last  resort  for  baiJcs  and  other  institutions. 

Four  federal  regulators  oversee  banks  and  thrifts,  and  these  institutions 
may  also  be  subject  to  oversight  by  state  regulatory  authorities.  Banks 
with  national  charters  are  overseen  by  occ.  State-chartered  banks  that  are 
members  of  the  Federal  Reserve  are  overseen  by  the  Federal  Reserve  as 
well  as  by  state-level  baiddng  authorities.  The  Federal  Reserve  also 
oversees  bank  holding  companies.  Federally  insured  state-chartered  banks 
that  are  not  Federal  Reserve  members  are  subject  to  the  oversight  of  the 
FDic  and  state  banking  authorities.'  Thrifts  are  overseen  by  the  Office  of 
Thrift  Supervision  and,  if  not  federally  chartered,  by  state  authorities. 

'FDIC  also  has  some  backup  supervisory  responsibilities  for  all  federally  insured  deposilor>- 
instilutions.  even  those  phmahly  overseen  by  the  Federal  Reserve.  OCC.  and  the  Office  of  Thnft 
Super\TSioa 


Page  69 


GAO/GGD-94-133  Financial  Derivatives 


150 


Chapter  4 

Bank  Regnlatora  Are  Improvliig  Their 

Dertvatlvcfl  Oversight,  but  We&knesaes 

Remain 


Of  the  top  seven  U.S.  bank  derivatives  dealers  included  in  our  study,  four 
are  overseen  primarily  by  occ,  and  the  other  three  are  primarily  regulated 
by  the  Federal  Reserve  and  state  banking  authorities.  We  did  not  identify 
any  thrifts  that  were  derivatives  dealers.  As  a  result,  the  following 
discussion  does  not  include  thrifts  overseen  by  the  Office  of  Thrift 
Supervision. 


Regulators  Are  Not 
Collecting  Sufficient 
Information  on  Credit 
Risk  and  Earnings 


To  monitor  the  level  of  risk  and  the  financial  health  of  banks,  regulators 
require  banks  to  periodically  report  information  on  their  operations, 
including  their  derivatives  activities.  As  of  April  1994,  the 
derivatives-related  information  in  reports  banks  were  required  to  file  was 
limited  to  total  notional/contract  amounts,  total  aggregated 
derivatives-related  credit  exposure,  and  total  aggregated  trading-related 
earnings  from  derivatives  and  other  trading  activities.  However,  bank 
regulators  did  not  receive  information  such  as  large  individual 
counterparty  credit  exposures  or  the  source  and  amount  of  derivatives 
earnings.  As  a  result,  bank  regulators  cannot  adequately  monitor  the  credit 
risk  of  m^or  OTC  bank  derivatives  dealers  or  identify  the  way  these  dealers 
use  derivatives.  Bank  regulators  have  recently  proposed  collecting 
additional  information  on  banks'  derivatives  notional/contract  amounts 
and  market  values,  but  these  proposals  do  not  include  individual 
counterparty  credit  exposures  or  sufficient  detail  on  derivatives  earnings. 


Current  Reporting  Is 
Incomplete 


Reporting  requirements  are  a  means  for  bank  regulators  to  monitor  the 
financial  condition  of  banks,  including  their  derivatives  operations.  The 
current  requirements  for  collecting  information  on  the  notional/contract 
amounts  of  derivatives  activities  are  designed  to  enable  bank  regulators  to 
identify  the  m^or  market  participants  and  monitor  market  trends.  They 
also  assist  regulators  in  determining  where  best  to  apply  examination 
resources  at  individual  institutions. 


As  of  April  1994,  information  that  regulators  were  collecting  on  the  total 
aggregated  derivatives-related  credit  ejqjosure  provided  them  with  only  a 
limited  and  infrequent  measure  of  the  risk  derivatives  pose  to  these 
institutions.  More  detailed  and  fi-equent  information  on  individual 
counterparty  derivatives-related  credit  exposures  would  enable  regulators 
to  better  ensure  the  safety  and  soundness  of  bank  derivatives  dealers  and 
respond  effectively  in  case  of  a  market  disruption.  It  would,  for  example, 
enable  regulators  to  identify  specific  concentrations  of  credit  exposure 
large  enough  to  affect  a  bank's  financial  soundness.  Identifying  large  credit 
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exposures  to  classes  of  counterparties,  such  as  those  in  a  particular 
industry  or  country,  could  be  especially  useful  if  the  economic  prospects 
or  financial  conditions  of  those  counterparties  changed  over  time.  If  a 
large  derivatives  dealer  failed  or  developed  financial  problems,  regulators 
could  also  use  counterparty  exposure  information  to  identify  the 
institutions  to  be  contacted  first  as  part  of  mitigating  a  crisis  or  resolving  a 
failure. 

Banks — including  the  seven  m^jor  bank  derivatives  dealers  we 
identified — have  been  required  since  1990  to  more  precisely  report  the 
notional/contract  amounts  of  their  derivatives  activities.  These  reports  are 
required  quarterly  and  are  to  include  separate  totals  for  interest  rate  and 
foreign  exchange  derivatives  and  a  combined  total  for  equity  and 
commodity  derivatives.  For  each  of  these  types  of  derivatives,  baiJts 
report  a  combined  total  for  forwards  and  futures  and  separate  totals  for 
options  and  swaps.  ^  E^h  quarter,  banks  also  report  their  total 
derivatives-related  credit  exposure,  aggregated  for  all  coimterparties.' 
Separate  totals  are  reported  for  interest  rate  and  foreign  exchange  rate 
contracts,  with  subtotals  reported  for  contracts  maturing  in  1  year  or  less 
and  those  maturing  in  more  than  1  year. 

Derivatives'  credit  exposures  change  continuously  as  positions,  rates,  and 
prices  change.  The  msyor  bank  dealers  monitor  their  performance  at  least 
daily,  with  many  doing  so  more  frequently.  Major  changes  in  exposures 
can  occur  often.  TTius,  regulators,  who  receive  barJcs'  reports  quarterly, 
run  the  risk  that  they  will  miss  potentially  damaging  changes  in  credit 
exposures.  Regulators  need  immediate  access  to  information  such  as 
individual  firm  and  aggregate  credit  exposures  to  anticipate  or  respond  to 
a  financial  crisis. 

Regulators  do  not  require  banks,  including  the  m^or  bank  derivatives 
dealers,  to  routinely  report  information  about  large  derivatives-related 
credit  exposures  to  individual  counterparties  or  classes  of  counterparties. 
Information  on  individual  banks  is  available,  however,  to  the  regulatory 
staff  during  on-site  examinations.  The  importance  of  such  information  for 
regulators  was  illustrated  during  an  examination  of  a  large  bank 
derivatives  dealer.  After  requesting  a  listing  showing  all  counterparty 

^parate  notional/contract  amounts  are  reported  for  options  written  arid  options  purchased. 

Total  dehvatives-related  credit  exposure  is  measured  by  the  total  replacement  cost  for  contracts  that 
have  a  positive  market  value.  Exchange-traded  products  are  excluded  from  these  totals  if  they  are 
subject  to  daily  payment  of  margin,  which  greatly  reduces  their  credit  exposure.  Foreign  exchange 
contracts  with  maturities  of  14  days  or  less  are  excluded  becaiise  their  replacement  costs  are  usually 
small. 
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exposures,  the  regulatory  staff  noted  that  the  bank  had  accumulated  lai^e 
derivatives-related  exposures  to  a  group  of  foreign  banks  whose  financial 
condition  had  deteriorated.  As  a  result,  the  regulatory  staff  required  bank 
officials  to  brief  them  on  efforts  to  more  closely  monitor  and  reduce  these 
exposures,  if  it  became  necessary.  By  not  requiring  bai\ks  to  routinely 
report  this  type  of  counterparty  information,  bank  regulators  may  miss 
future  opporturuties  to  act  before  significant  losses  are  incurred. 


Regulators  Have  Proposed 
Collecting  Some  Additional 
Information  on  Derivatives 
Amounts  and  Credit 
Exposures 


Bank  regulators  have  proposed  expanding  derivatives-related  reporting 
requirements,  but  their  proposal  does  not  require  barU^s  to  report 
sufficient  information  on  their  credit  exposures.  On  March  9,  1994,  the 
Federal  Financial  Institutions  Ejcamination  Council  (itiec),  which 
prepares  policies  and  guidance  on  behalf  of  all  the  federal  bai\k  and  other 
depository  institution  regulators,  issued  a  proposal  that  would  require 
batUcs  to  provide  additional  details  on  their  derivatives  notional/contract 
amounts  by  product  The  proposal  would  require  banks  to  report  separate 
totals  for  futures  and  forwards,  which  are  currently  reported  together,  and 
to  provide  separate  totals  for  exchange-traded  and  ore  options.* 
Regulators  noted  that  the  additiorud  reporting  would  ei\hance  their 
understanding  of  the  risks  of  bank  activities  should  a  systemic  disruption 
develop  in  a  particular  market 


The  FFIEC  proposal  also  would  require  that  banks  with  total  assets  of  at 
least  $  100  million  begin  repotting  the  total  market  value  of  their 
derivjitives  for  contracts  with  both  a  positive  market  value  and  a  negative 
market  value.  This  reporting  would  be  done  separately  for  derivatives  held 
for  dealing  or  trading  purposes  and  for  derivatives  used  for  hedging  or 
other  purposes.  Finally,  the  ffiec  proposal  would  require  banks  to  report 
additional  information  on  derivatives-related  credit  ejqjosures  but  not 
information  on  exposures  by  individual  counterparty.  With  the  proposal, 
FFIEC  intends  that  banks  report  their  net  current  credit  exposure  across  all 
products  and  counterparties  after  taking  into  account  legally  enforceable 
bilateral  netting  agreements,  which  banks  use  to  reduce  their 
derivatives-related  credit  risk.  The  proposal  notes  that  these  amounts 
would  provide  a  more  accurate  measure  of  the  credit  exposure  arising 
from  derivatives  activities.  However,  because  the  proposal  would  not 
require  more  frequent  reporting  on  credit  exposures  to  individual 
counterparties,  bank  regulators  would  still  lack  sufficient  information  to 
routinely  monitor  credit  risks  at  individual  banks  or  across  institutions. 


*Sinuiar  to  the  current  requirement  for  options,  separate  notional/ctMitract  amounla  would  be  reported 
for  options  written  and  options  purchased 
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Current  Reporting  Is 
Insufficient  to  Monitor 
Bank  Derivatives  Earnings 


Regulators  require  banks  to  report  their  earnings  as  a  means  of  monitoring 
their  continued  profitability.  The  Group  of  Thirty  report  also 
recommended  that  derivatives  dealers  routinely  identify  and  isolate  the 
individual  sources  of  derivatives  revenues  to  increase  their  understanding 
of  the  risks  and  returns  of  these  activities.  Identifying  the  profits  or  losses 
arising  fi-om  proprietary  trading,  investments,  and  fees  could  indicate  how 
well  banks  are  managing  their  derivatives  risks;  this  indication  could  be 
especially  useful  to  regulators  as  derivatives  activities  increase. 

Information  such  as  details  on  the  sources  and  amounts  of  derivatives 
earnings  would  also  allow  regulators  to  assess  the  stability  of  these 
earnings.  Receiving  information  on  proprietary  trading  income  would  be 
useful  for  regulators  because  such  income  is  usually  considered  more 
volatile  and  thus  less  reliable  than  earnings  from  activities  undertaken  on 
behalf  of  customers.  Receiving  information  on  earnings  by  product  type 
would  also  be  useftil  to  regulators,  because  the  amount  of  volatility  and  of 
risk  varies  among  products.  For  example,  a  bank  writing  cations  earns 
premium  income  but  faces  potentially  large  losses  if  price  moves  are 
adverse  and  the  options  are  exercised.  Information  on  the  source  and 
amount  of  bank  derivatives  earnings  would  also  assist  regulators  in 
determining  the  adequacy  of  the  capital  and  risk-management  systems 
used  to  support  derivatives  activities. 

Receiving  information  on  derivatives  earnings  is  increasingly  important  as 
derivatives  activities  grow  at  m^uor  bank  dealers  and  provide  a  larger 
proportion  of  total  revenues.  For  several  of  the  dealers  we  visited, 
derivatives  and  other  trading  activities  were  a  significant  source  of 
revenues  for  their  firms.  One  dealer  used  derivatives  as  a  primary  business 
strategy  in  managing  customers'  financial  risks.  For  the  eight  m^or  U.S. 
ore  derivatives  dealers  that  responded  to  the  question  in  our  sarvey,  ore 
derivatives  activities  accounted  for  an  average  of  15  percent  of  pretax 
income.  In  analyzing  information  reported  to  bank  regulators,  we  found 
that  the  percentage  of  income  earned  by  the  seven  msuor  bank  derivatives 
dealers  fi-om  total  trading  activities,  including  derivatives,  grew  fitim  about 
4  percent  of  these  banks'  combined  gross  revenues  in  1986  to  more  than 
10  percent  by  the  end  of  1992,  an  increase  of  142  percent  For  two  of  these 
banks,  those  revenues  had  grown  to  about  25  and  34  percent  of  their  gross 
revenues. 

Bank  regulators  do  not  routinely  collect  information  on  the  sources  and 
types  of  derivatives-related  earnings  fi-om  banks.  Under  current  regulatory 
reporting  requirements,  the  m^or  bank  derivatives  dealers  and  other 
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banks  are  to  report  their  derivatives-related  earnings  aggregated  with  the 
results  of  other  trading  activities.  More  detailed  information  on 
derivatives'  contributions  to  earnings  was  generally  available  to  regulatoiy 
staff  during  periodic  examinations.  However,  such  information  was 
developed  by  bank  or  examination  staff  and,  therefore,  was  not  always 
available  for  analysis  between  examinations. 

FTiEC  has  proposed  expanding  bank  reporting  requirements  to  obtain  more 
detailed  information  on  bank  derivatives  earnings  quarterly,  but  the 
proposal  would  not  require  banks  to  report  sufficient  information  on  the 
sources  of  this  income.  It  would  require  banks  to  report  the  amount  of 
income  earned  from  derivatives  separately  from  other  kinds  of  income. 
However,  the  income  reported  for  derivatives  does  not  distinguish 
between  income  from  dealing  or  trading  activities.  In  addition,  the 
proposal  would  require  banks  to  r^ort  the  increase  or  decrease  in  net 
interest  income  and  net  interest  expense  that  arises  from  other  derivatives 
activities.  While  the  proposal  would  expand  the  information  bank 
regulators  collect  on  derivatives  earnings,  it  would  not  require  the 
collection  of  information  on  the  type  of  earnings,  such  as  by  activity 
(proprietary  trading  versus  customer  requests)  or  by  product  (written 
options  or  swaps).  Therefore,  regulators  would  lack  ready  access  to 
information  needed  to  adequately  assess  the  risks  of  bank  derivatives 
activities,  such  as  information  for  distinguishing  between  profits  or  losses 
from  normal  operations  and  those  from  increased  risk-taking. 


Existing  Bank  Capital 
Requirements  for 
Derivatives  Currently 
Do  Not  Address  AU 
Risk 


Bank  regulators  impose  minimum  coital  requirements  both  to  provide 
protection  and  to  warn  that  losses  from  a  bank's  activities  may  threaten  its 
safety  and  soundness.  As  of  April  1994,  regulatory  capital  requirements 
were  intended  to  provide  protection  against  losses  arising  from  derivatives 
credit  risk,  but  did  not  yet  completely  address  losses  from  market, 
operations,  or  legal  risks.  U.S.  bank  regulators  issued  several  proposals  in 
1993,  including  two  proposals  developed  in  the  United  States  and  a 
proposal  developed  joinUy  by  U.S.  and  foreign  regulators.  These  proposals 
sought  industry  comments  on  ways  to  expand  current  capital  standards  to 
better  address  market  risk.  However,  the  exact  form  of  any  market  risk 
standards  that  will  be  adopted  is  unclear,  because  U.S.  and  international 
^proaches  vary  and  market  participants  and  some  regulators  are  critical 
of  the  international  proposal.  The  amount  of  capital  banks  hold  for 
derivatives  will  also  be  affected  by  regulators'  proposals  to  recognize  a 
broader  form  of  netting. 
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Capital  Requirements 
Protect  Against  Losses 


Caqjital  serves  as  a  buffer  to  absorb  unexpected  losses  that  a  bank's 
current  earnings  caiutot  cover.  As  a  bank's  capital  approaches  the 
minimum  required  levels,  regulators  are  warned  that  a  bank's  financial 
health  is  threatened  and  that  federal  intervention  may  be  needed. 
Minimum  capital  requirements  thereby  reduce  the  likelihood  of  bank 
failures,  protect  depositors  and  creditors,  and  maintain  the  public's 
confidence  in  the  banking  system. 

For  a  bank  conducting  derivatives  activities,  it  must  have  enough  capital 
to  cushion  it  firom  losses  arising  from  the  risks  these  products  pose. 
E^stablishing  a  standard  that  addresses  all  derivatives  risks  would  provide 
bank  regulators  consistent  criteria  for  assessing  whether  banks  are 
adequately  protected  against  derivatives  losses.  A  minimum  standard 
would  also  provide  regulators  with  a  baseline  for  identifying  and  acting 
when  a  bank's  capital  condition  deteriorates. 


Existing  Capital 
Requirements  Primarily 
Address  Derivatives'  Credit 
Risk 


As  of  April  1994,  the  capital  requirements  applicable  to  U.S.  banks, 
including  the  seven  m^or  OTC  derivatives  dealers,  did  not  completely 
address  all  derivatives  risks.  U.S.  baiUcs  were  required  to  comply  with  two 
different  types  of  capital  requirements — a  risk-based  requirement  and  a 
leverage  ratio  requirement  The  risk-based  requirement  addressed 
derivatives'  credit  risk  The  leverage  ratio  requires  baiUcs  to  hold  capital 
against  other  risks,  but  this  requirement  has  orUy  recently  included 
derivatives  and  does  not  apply  to  all  of  banks'  derivatives  contracts. 

In  1988,  regulators  in  the  United  States  and  other  countries  agreed  to  the 
Basle  Accord,  an  internationally  developed  risk-based  capital  standards 
firamework  for  baiUcs.^  The  accord's  standards  require  banks  to  hold 
capital  to  cushion  against  potential  losses  arising  primarily  from  credit 
risk,  including  credit  risk  from  derivatives  activities.  Consistent  with  the 
accord,  U.S.  banking  regulators  have  required  all  U.S.  banks,  since  1992,  to 
hold  capital  equal  to  at  least  8  percent  of  the  total  value  of  their  assets, 
including  derivatives  holdings,  after  adjusting  this  value  by  the  relative  risk 
of  the  counterparties  to  these  transactions.  At  a  minimum,  a  bank's  capital 
must  consist  of  at  least  4  percent  of  core  C£q)ital,*  which  includes  common 


^Working  under  the  auspices  of  BIS  in  Basle.  Switieriand,  representatives  of  bank  regulatory  bodies 
from  12  countnes  adopted  a  framework  for  establishing  minimum  capital  standards  for  internationalty 
active  banks.  Each  countiy  was  responsibte  for  enacting  the  ftameworic  into  its  national  regulationa. 

%ore  capital  is  also  called  tier  1  capital 
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Stockholders'  equity,  certain  types  of  preferred  sto«H(,'  and  minority  equity 
investments  in  subsidiaries.  The  remainder  of  a  bank's  total  capital  can 
also  consist  of  supplementary  capital,^  which  includes  loan  and  lease  loss 
allowances,  certain  debt  securities,  and  subordinated  debt  with  a  maturity 
of  5  years  or  more. 

These  risk-based  capital  standards  were  developed  because  regulators  in 
the  United  States  and  in  other  countries  wanted  to  more  adequately 
address  the  risks  posed  by  specific  activities.  By  working  with  various 
countries  to  develop  an  international  standard,  regulators  also  attempted 
to  encourage  banks  to  strengthen  their  capital  positions  and  minimize 
competitive  inequality  arising  from  requirements  differing  across 
countries.  According  to  the  original  1987  consultative  paper  issued  by  the 
Basle  Committee  on  Banking  Supervision,  the  target  ratio  of  8  percent 
csqsital  to  risk-a4justed  assets  was  chosen  because  it  represented  a  higher 
level  of  capital  than  banks  in  various  countries  were  generally  holding  at 
the  time."  Recognizing  this,  the  1988  Basle  Accord  allowed  4  years  for 
banks  to  come  into  full  compliance  with  the  required  amount 

To  a4iust  asset  values  to  account  for  the  relative  riskiness  of  a 
counterparty,  banks  multiply  the  asset  values  by  certain  credit  convei»on 
factors,  which  are  percentages  ranging  from  0  to  100  percent  For 
example,  if  a  bank  holds  a  claim  on  a  Federal  Reserve  bank  or  the  central 
bank  of  another  OECD  country,  this  asset  is  multiplied  by  a  factor  of 
0  percent,  which  results  in  no  capital  being  held  against  the  risk  of  credit 
loss  frx>m  this  transaction.  For  an  obligation  owed  by  another  commercial 
baixk,  a  bank  must  multiply  the  amount  of  this  obligation  by  20  percent, 
which  requires  the  bank  to  hold  capital  equal  to  1.6  percent  of  this  amount 
For  an  obligation  owed  by  a  private  corporation,  such  as  a  loan,  a  bank 
must  multiply  the  amount  of  the  loan  by  100  percent  which  requires  the 
bank  to  hold  capital  equal  to  a  full  8  percent  of  this  amount 

Under  the  risk-based  capital  requirements  adopted  by  U.S.  bank 
regulators,  derivatives  are  subject  to  a  capital  requirement  of  less  than 
8  percent  because  counterparties  are  generally  of  high  credit  quaUty.  To 
determine  the  amount  of  capital  to  be  held  for  a  derivatives  contract's 

'Bulks  are  aBowed  to  Indude  In  their  con  capital  only  audi  petpctual  preferred  Aock  thai  docs  not 
have  a  matoilty  dtfe,  cannot  be  pedeenwd  tt  the  optkMi  of  the  holder,  has  no  other  provisioRs  thai  wtO 
require  future  redemption  of  Ihe  securities,  and  allows  the  issuer  to  defer  or  etimlnale  the  dividend 
that  b  paid  lo  the  holden  of  such  securkies. 

■SopplenieMary  csfikalls  alao  called  Her  2  captaL 

'ConwdtaUve  Piper  PropMafa  for  haernalional  Convetynce  of  Captlal  Measuremenl  and  Captlal 
Standards.  Cofniritlee  on  Banldng  Regulations  and  Sapervisaiy  tVactices.  BIS  (Basle.  Switiefiand: 
beclMT^ 
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credit  risk,  banks  first  must  determine  the  market  value  of  the  contract, 
which  is  called  the  current  exposure.  To  this  amount,  they  then  must  add 
an  additional  amount  to  account  for  the  potential  increased  exposure  that 
may  arise  as  market  rates  or  prices  change,  which  is  called  the  potential 
future  exposure.  This  potential  future  exposure  amount  is  calculated  by 
multiplying  the  notional  amount  of  the  contract  by  a  certain  percentage 
ranging  from  0  to  5  percent,  depending  on  whether  the  derivative  is  an 
interest  rate  or  foreign  exchange  rate  contract  and  its  original  maturity. 
Once  a  bank  has  determined  the  total  of  a  derivatives  contract's  current 
exposure  and  potential  exposure,  this  total  is  then  multiplied  by  a 
maximum  credit  conversion  factor  of  50  percent,  even  if  the  counterparty 
is  a  private  corporation.  This  calculation  results  in  the  bax\k  holding 
capital  equal  to  at  least  4  percent  of  the  contract's  market  value  but 
usually  less  than  the  8  percent  required  on  other  extensioiis  of  credit,  such 
as  loans.  According  to  U.S.  bank  regulators,  the  maximum  credit 
conversion  factor  for  derivatives  contracts  was  set  at  50  percent  because 
the  m^ority  of  counterparties  to  these  contracts  were  of  high  credit 
quality.  As  stated  in  chapter  3,  we  foimd  that  more  than  97  percent  of  the 
notional  amount  of  sw£^s  outstanding  at  year-end  1991  for  a  sample  of  200 
firms  was  held  by  firms  with  at  least  investment  grade  credit  ratings. 

U.S.  banks  also  must  comply  with  a  capital  leverage  ratio,  but  this 
requirement  has  only  applied  to  derivatives  since  March  1994  and  does  not 
address  all  of  baiUcs'  derivatives  contracts.  This  ratio  requires  banks  to 
hold  certain  amounts  of  capital  equal  to  or  greater  than  certain  specified 
percentages  of  their  total  assets.  Such  requirements  for  other  bank 
activities  have  been  in  place  since  the  early  1980s.  Since  1990,  banks  have 
been  specifically  required  to  hold  u^iital  between  3  and  5  percent  of  their 
total  assets,  depending  on  a  regulatory  assessment  of  the  strength  of  their 
management  and  controls. 

Bank  regulators  require  banks  to  comply  with  both  the  risk-based  capital 
standard  and  leverage  ratio  because  the  former  primarily  addresses  only 
credit  risk.  The  leverage  ratio  requires  banks  to  hold  capital  as  a  cushion 
against  losses  arising  fix>m  other  risks,  such  as  operational  weaknesses  in 
internal  policies,  systems,  and  controls.  Although  previously  banks' 
derivatives  activities  were  not  subject  to  this  leverage  ratio,  begiiming 
March  31, 1994,  banks  were  required  to  include  the  value  of  those 
contracts  with  a  positive  market  value  as  part  of  their  total  assets  subject 
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to  the  leverage  ratio  capital  requirement.'"  Whether  this  requirement 
provides  sufficient  capital  for  operations  or  legal  risks  is  difficult  to 
determine  because  these  risks  cannot  be  quantified.  In  addition,  the 
requirement  does  not  address  contracts  with  negative  market  value. 

Although  U.S.  capital  standards  for  the  derivatives  activities  of  banks  do 
not  address  all  risks,  at  least  four  of  the  seven  majoT  bank  derivatives 
dealers  we  identified  evaluated  the  adequacy  of  the  capital  held  by  their 
institutions  to  protect  against  market  and  other  risks  arising  from  their 
derivatives  activities.  For  example,  one  official  told  us  that  his  bank 
assigned  different  amounts  of  capital  to  protect  against  potential  market 
risk  losses  on  its  derivatives  portfolio,  depending  on  the  volatility  of 
market  prices  or  rates  that  underUe  the  derivatives  it  held.  He  said  that  the 
bank  also  assigned  varying  amounts  of  capital  based  on  the  credit  risk 
associated  with  each  derivatives  transaction  by  using  internally  developed 
rankings  of  counterparty  credit  quality  that  included  at  least  nine 
categories. 


U.S.  Regulators  Issued 
Proposals  to  Address 
Market  Risk 


Regulators  issued  several  proposals  to  develop  standards  for  market  risk. 
U.S.  bank  regulators  issued  the  first  of  these  proposals  in  1993  as  required 
by  FDiciA.  That  proposal  addresses  whether  banks  should  hold  additional 
capital  against  interest  rate  risk. "  It  seeks  to  quantify  the  level  of  risk 
banks  are  exposed  to  by  measuring  the  effect  of  interest  rate  changes  on 
the  bank's  economic  value,  using  either  a  regulator-developed 
mathematical  model  or  a  bank  internal  model.  After  identifying  the  level  of 
interest  rate  risk  an  institution  faces,  regulators  will  assess  whether  the 
bank  is  holding  sufficient  capital.  In  addition  to  measuring  interest  rate 
risk,  regulators  expect  banks  with  significant  foreign  exchange  activities 
to  be  capable  of  measuring  and  assessing  the  risk  of  these  activities. 
However,  bank  regulators  were  unsure  about  whether  the  additional 
capital  banks  may  be  required  to  hold  against  interest  rate  or  foreign 
exchange  risks  will  be  established  by  a  formula  or  left  to  regulatory  staff 
to  determine  on  a  case-by-case  basis.  According  to  a  bank  regulatory 
official,  interagency  meetings  between  the  banking  regulators  are 


'*nUs  change  resulted  from  regulators  adoptirtg  for  repotting  purposes  the  provisions  of  FASB 
Intelpretation  No  39;  Offsetting  of  Amounts  Related  to  Certain  Contracts.  FASB  (Norwalk.  CT 
Mar.  1992).  This  interpretation  requires  firms  to  report  the  total  value  of  any  derivatives  contracts  with 
a  positive  value  as  an  asset  arKl  the  total  value  of  any  derivatives  contracts  with  a  twgative  market 
value  as  a  liability  on  their  balance  sheets. 

'  'Interest  rate  risk  is  the  risk  of  potential  loss  arisirig  from  changes  in  interest  rates;  it  is  one  of  the 
primary  types  of  market  risk  that  banks  face. 
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continuing  and  another  proposal  for  public  comment  will  be  issued  by 
summer  1994. 

A  second  proposal  U.S.  banking  regulators  issued  in  1993  in  re^>onse  to 
FDicu  would  revise  current  coital  standards  to  specifically  include 
concentrations  of  credit  risk  and  the  risk  of  nontraditional  activities, 
including  derivatives.  This  proposal  does  not  advocate  a  numerical 
measurement  of  these  risks  but,  instead,  would  add  them  to  the  list  of 
specific  factors  that  regulators  consider  in  assessing  a  bank's  overall 
capital  adequacy.  Any  additional  capital  required  as  a  result  of  these  risks 
would  be  determined  on  a  case-by-case  basis.  According  to  a  bank 
regulatory  official,  a  revised  proposal  has  been  drafted  and  public 
comments  will  be  sought  in  1994. 


U.S.  Regulators  Also 
Issued  an  International 
Group's  Proposals  to 
Address  Market  Risk 


In  addition  to  their  owri  proposals,  U.S.  regulators  participated  in 
developing  a  Basle  Committee  on  Banking  Supervision  proposal  to 
address  the  market  risk  of  bank  activities.'^  In  general,  this  group's  market 
risk  proposal  would  have  banks  hold  specific  amounts  of  coital  against 
potential  losses  on  their  trading  activities,  including  derivativea  Banks 
would  be  required  to  hold  capital  against  the  value  of  any  outstanding 
derivatives  positions  after  offsetting  the  values  of  all  opposite  buy  or  sell 
positions  in  the  same  product. 


U.S.  market  participants  have  criticized  the  Basle  Committee's  proposal. 
One  of  their  primary  objections  is  that  it  would  result  in  bai\ks  holding 
either  too  much  or  too  little  capitaL  For  example,  some  commentators 
noted  that  the  amount  of  capital  that  the  proposal  could  require  would  not 
be  accurate  because  it  would  use  notional/contract  amounts  to  measure 
potential  price  changes  instead  of  derivatives  market  values.  According  to 
commentators,  bank  risk-management  systems  can  more  accurately 
measure  price  changes.  Commentators  also  were  concerned  that  the 
proposal  would  discourage  firms  from  properly  hedging  their  risks 
because  it  measures  risk  by  type  of  product  and  not  by  type  of  market  risk, 
such  as  interest  rate,  foreign  exchange,  or  equity  risk  In  addition,  some 
commentators  said  that  the  proposal  was  too  inflexible  to  apply  to  new 
products  whose  risks  might  overlap  product  categories. 


■The  Basle  Conunittee  on  Banking  Supervision  includes  bank  regulatoiy  staff  from  the  12  countries 
thai  developed  the  Basle  Accord  on  credit  risk.  The  committee's  proposls  and  their  status  are 
discussed  in  more  detail  in  chapter  7. 
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Lack  of  Standards  for 
Operations  and  Legal  Risks 
Hampers  Regulators' 
Ability  to  Evaluate  Banks' 
Capital  Adequacy 


As  indicated  previously,  current  bank  capital  requirements  only  partially 
address  the  operations  and  legal  risk  of  derivatives.  To  assess  whether  the 
current  requirements  provide  for  adequate  capital,  regulators  must  first 
understand  the  level  of  risk  to  which  banks  are  exposed.  Regulators  can 
best  obtain  such  information  through  an  on-site  examination  that 
considers  the  quality  of  management  controls  over  legal  and  operations 
risks,  and  the  characteristics  of  the  banks'  derivatives  activity.  As  of 
April  1994,  bank  regulators  had  the  legal  authority  to  require  banks  to  hold 
additional  capital  or  curtail  involvement  in  activities  that  pose  risk  based 
on  assessments  of  the  quality  of  a  bank's  management  and  controls  or  the 
adequacy  of  its  capital  level  Further,  fdicia  requires  bank  regulators  to 
take  certain  actions  of  this  type  for  banks  whose  capital  declines  to 
specified  levels. 

As  described  in  chapter  3,  derivatives  activity  can  result  in  losses  not  only 
because  of  exposure  to  credit  and  market  risks  but  also  because  of 
exposure  to  operations  and  legal  risks. '^  In  contrast  to  credit  and  market 
risks,  which  regulators,  nuuor  ore  dealers,  and  others  attempt  to  quantify, 
legal  and  operations  risks  are  not  amenable  to  numerical  measures. 
Notional  amounts  may  not  represent  the  degree  of  operations  risk.  For 
example,  two  banks  may  each  have  $100  billion  in  derivatives 
notional/contract  amounts.  However,  if  one  bank's  contracts  are 
composed  of  10  simple  interest  rate  swaps  and  the  other's  of  10  complex 
options,  the  former  has  less  operations  risk  than  the  latter.  Alternatively,  if 
one  bank  has  numerous  simple  interest  rate  swj^s  but  inadequate 
risk-management  controls,  while  the  other  has  complex  options  but 
excellent  controls,  the  latter  may  have  less  operations  risk  than  the 
former.  The  situation  is  similar  for  legal  risk:  a  large  volume  of  swaps 
between  two  U.S.  banks  may  have  much  less  legal  risk  than  a  small 
volume  of  transactions  between  a  U.S.  bank  and  a  quasigovemmental 
entity  in  a  foreign  country. 

The  positive  market  value  of  a  bank's  derivatives  portfolio  also  does  not 
capture  the  degree  of  operations  risk.  Two  firms  might  both  have 
derivatives  portfolios  with  positive  market  values  of  $2  billion.  Relatively 
few  large  swaps  might  compose  the  portfolio  of  the  first  firm;  numerous 
small,  complex  derivatives  might  compose  the  portfolio  of  the  second. 
Even  if  both  firms  had  the  same  quality  of  operations  controls  and 
management,  the  holder  of  the  complex  derivatives  would  be  exposed  to 
more  operations  risk.  For  example,  the  di£Bculty  of  accurately  monitoring 

"As  diacusaed  in  dtapter  3,  legal  risk  is  the  exposuie  to  financial  kns  arising  from  adverae  legal  or 
reculatofy  body  action.  Operations  lisIc  is  the  exposure  to  financial  loss  bom  inadequate  systems, 
management  failure,  faulty  controls,  baud,  or  human  error. 
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the  value  of  more  complex  derivatives  increases  the  likelihood  of  a  related 
operations  error  producing  a  loss. 

Given  these  difficulties,  regulators  will  have  to  weigh  the  relative 
advantages  and  disadvantages  of  various  approaches  to  developing  a 
miiumum  capital  standard  for  derivatives'  operations  and  legal  risks.  Also, 
the  amount  of  any  additional  capital  to  be  required  to  address  these  risks 
should  not  be  so  large  as  to  cause  derivatives  activity  to  move  from 
soundly  managed  dealers  to  less-soundly  managed  or  less-regulated 
dealers.  To  avoid  such  problems,  any  additional  capital  requirement 
regulators  establish  could  be  designed  to  vary  depending  on  the 
regulator's  assessment  of  the  quality  of  a  bank's  systems  and  controls  for 
operations  and  legal  risk.  Banks  with  weaker  controls,  then,  could  be 
required  to  hold  more  capital  than  those  with  stronger  systems. 


Broader  Recognition  of 
Netting  WiU  Affect  Capital 
for  Derivatives 


Under  another  Basle  Committee  proposal  and  a  similar  U.S.  proposal,  U.S. 
regulators  are  considering  allowing  banks  to  make  greater  use  of  netting 
contracts  in  computing  the  amount  of  capital  held  for  their  derivatives 
activities.  Currently,  a  U.S.  bank  is  only  allowed  to  net  obligations  on 
derivatives  contracts  with  another  counterparty  that  are  denominated  in 
the  same  currency  and  due  on  the  same  date."  Under  the  provisions  of  a 
proposal  developed  and  issued  by  U.S.  and  foreign  regulators  as  part  of 
the  Basle  Committee,  a  bank  would  be  allowed  to  net  together  all 
obhgations  on  its  derivatives  contracts  with  each  counterparty  with  whom 
it  has  entered  into  legally  enforceable  netting  agreements.  Banks  will  have 
to  satisfy  the  appropriate  regulators  in  each  country  that  their  netting 
agreements  are  enforceable  under  the  laws  of  each  relevant  jurisdiction.  In 
the  event  a  counterparty  defaults,  a  bank  could  incur  larger  losses  if  its 
netting  agreement  is  not  legally  enforceable.  This  could  occur  if  a  court 
required  the  baiJc  to  pay  the  entire  amount  it  owes  without  offsetting  this 
amount  by  the  defaulting  counterparty's  obligations.  In  the  Basle 
Committee  proposal,  the  regulators  acknowledge  that  allowing  greater  use 
of  netting  will  likely  reduce  the  amount  of  capital  banks  hold  for 
derivatives  activities. 

Recognizing  that  legally  enforceable  netting  agreements  can  reduc*  banks' 
credit  risk  exposures,  the  Federal  Reserve  has  also  approved  a  proposal 
that  would  allow  U.S.  banks  to  begin  netting  their  derivatives  obligations 
in  sfeccordance  with  this  international  proposal.  Staff  from  the  Federal 


'•This  is  known  as  netting  by  novatioa  It  is  discussed  in  more  detail  in  chapter  7, 
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Reserve  advised  us  that  they  intend  to  issue  a  U.S.-^>ecific  version  of  this 
proposal  in  coivjunction  with  the  other  U.S.  bank  regulators  during  1994. 


Bank  Regulatory 
Examinations  Address 
Derivatives,  but 
Internal  Controls 
Have  Not  Been 
Adequately  Assessed 


On-site  examinations  are  federal  bank  regulators'  primary  means  for 
assessing  the  safety  and  soundness  of  banks.  According  to  a  Federal 
Reserve  ofBcial,  on-site  bai\k  examinations,  including  evaluation  of 
internal  risk-management  models,  systems,  and  controls,  are  the  most 
important  elements  of  supervision  and  regulation  of  derivatives  activities. 
To  determine  the  effectiveness  of  a  bank's  controls,  regulators  need  to 
assess  the  adequacy  of  control  systems,  specifically  identify  critical 
control  procedures,  test  these  procedures,  and  evaluate  the  results  of 
these  tests. 

Federal  bank  regulators  conduct  examinations  that  cover  the 
risk-management  systems  and  practices  of  the  msyor  OTC  derivatives 
dealer  banks.  The  examinations  are  based  on  guidance  that  is  generally 
consistent  with  the  recommendatioris  of  the  Group  of  Thirty  but  does  not 
have  the  weight  of  regulatioiv  As  a  result,  obtaining  corrective  action 
should  a  bank  fail  to  comply  with  the  guidance  can  be  a  more  difficult  and 
time-consuming  process.  In  the  absence  of  regulations,  bank  regulators 
must  cite  unsafe  and  unsound  conditions  to  force  compliance  with  desired 
standards. 

To  determine  whether  derivatives  activities  were  being  addressed  by 
regulators,  we  reviewed  26  examination  reports  done  by  occ  and  Federal 
Reserve  staff  fixjm  1990  through  1992  for  the  7  m^uor  bank  derivatives 
dealers.  TTiis  period  preceded  the  1993  implementation  of  bank  guidance 
for  assessing  the  risks  of  derivatives  activities.  We  determined  that 
examiners  evaluated  the  derivatives  activities  of  these  banks  at  least  once 
aruiually  during  this  3-year  period.'^  As  indicated  in  chapter  3,  the 
examination  reports  we  reviewed  identified  various  deficiencies  and 
corrective  actions  related  to  derivatives. 

Although  the  bank  regulators  have  assessed  the  mjuor  ore  derivatives 
dealers'  risk-management  systems,  we  are  concerned  that  examiners  may 
not  be  sufficiently  testing  internal  controls.  In  earlier  work,  we  reported 
that  regulatory  staff  conducting  examinations  did  not  routinely  identify  the 
key  internal  controls  appUcable  to  banks'  operaticns,  including  their 
derivatives  activities,  nor  did  regulatory  staff  extensively  test  these 


*The  1992  examination  reports  for  two  of  tlwse  barUis  were  not  completed  in  Jaiiuaiy  1993  when  we 
did  our  review  of  examination  reports. 
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controls.  '*  As  part  of  this  earlier  work,  we  recommended  in  February  1993 
that  federal  bank  regulators  annually  perform  comprehensive  internal 
control  reviews. 


Our  review  of  the  examination  reports  and  supporting  workpapers  for  two 
m^or  bank  derivatives  dealers  provided  some  evidence  that  problems  may 
persist  in  this  area  That  is,  while  occ  and  the  Federal  Reserve  had 
performed  work  that  would  identify  weaknesses  in  risk-management 
procedures  and  some  internal  controls,  the  agencies  had  not  both 
conducted  and  documented  adequate  reviews  of  these  banks'  internal 
controls.  Specifically,  the  responsible  occ  bank  examiner  said  that  the 
agency  did  not  have  the  resources  to  extensively  test  internal  controls  at 
the  bank  in  question.  In  contrast.  Federal  Reserve  officials  said  that  the 
agency  had  identified  and  tested  the  key  internal  controls  applicable  to  the 
selected  bank's  operations,  but  that  examiners  had  not  fully  documented 
their  work. 

A  change  as  a  result  of  recent  legislation  should  improve  regulators'  ability 
to  assess  bank  internal  controls.  On  June  2,  1993,  bank  regulators  issued 
regulations  pursuant  to  fdicia  that  require  management  at  large  banks  to 
evaluate  and  annually  report  to  their  respective  regulatory  bodies  on  the 
effectiveness  of  internal  controls  at  their  institutions.  Bank  external 
auditors  are  also  required  to  attest  to  the  accuracy  of  management's 
internal  control  evaluations.  These  internal  control  evaluations  and  the 
subsequent  external  auditor  certifications  should  assist  bank  regulators  in 
focusing  their  examinations  on  the  areas  of  bank  operations  posing  the 
greatest  risk.  In  our  previous  reports  on  federal  bank  examinations,  we 
recommended  that  regulators  use  these  evaluations  as  part  of  identifying 
and  testing  banks'  key  internal  controls. 

Bank  regulators  have  recently  taken  steps  to  improve  their  examinations 
of  banks'  derivatives  activities.  In  February  1994,  the  Federal  Reserve 
issued  its  new  examination  manual,  which  consolidates  and  expands 
examination  procedures  relating  to  trading  and  derivatives  activities. 
According  to  Federal  Reserve  staff,  this  manual  also  includes  more 
detailed  guidance  for  examiners  on  internal  controls. 


"See  our  reports  Thrift  Examination  Quality:  OTS  Examinaaons  Do  Not  Fully  Assess  Thrift  Safety  and 
Soundness  (GAO/AFMD-93-ll.  Feb.  16.  1993);  Bank  Examination  Quality  FDIC  Examinations  [)o  NoT 
FullyAssess  Bank  Safety  and  Soundne3S(GAO/AFMD-93-12.  Feb  16,  1993).  Bank  Examination 
Quality  FRB  Examinations  and  Inspections  Do  Not  Fully  Assess  Bank  Safety  and  Soundness 
(GAO/AFMD-93-13.  Feb  16,  1993),  Bank  Examinauon  Quality  OCC  ExaminaUons  Do  Not  Fully  / 
Bank  Safety  and  Soundness  (GAO/AFl>g)-93-14.  Feb  16.  1993);  and  Bank  and  Thrift  Regulatioa 
Improvements  Needed  in  Examination  Quality  and  Regulatory  Structure  (GA0/AFIO93-15,  Feb  16, 
1993) 
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Bank  Regulators  Have 
Taken  Other  Actions 
to  Address 
Derivatives  Risks 


Bank  regulators  have  taken  other  actions  to  address  risks  associated  with 
derivatives  use.  As  indicated  in  chapter  3,  both  the  Federal  Reserve  and 
occ  issued  guidance  in  late  1993  on  derivatives'  risk  management  for  use 
by  their  examiners  and  the  ii\stitutions  they  supervise.  Both  agencies  also 
participate  on  several  interagency  working  groups  that  are  addressing 
derivatives  issues.  Staff  from  the  Federal  Reserve,  fdic,  occ,  and  the  Office 
of  Thrift  Supervision  have  had  periodic  meetings  since  October  1993  to 
share  information  and  develop  consistent  regulatory  accounting  principles 
for  derivatives.  In  addition,  the  bank  and  thrift  regulators  also  periodically 
meet  with  representatives  of  sec  and  cftc  to  discuss  derivatives  issues  as 
part  of  a  working  group  formed  in  January  1994  at  the  direction  of  the 
Secretary  of  the  Treasury.  The  Federal  Reserve  and  occ  have  also 
conducted  specialized  training  on  derivatives  for  their  staffs  and 
deagnated  certain  staff  to  serve  as  advisers  on  derivatives  issues  to  the 
heads  of  the  agencies  or  to  examination  staff. 
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Although  the  bank  derivatives  dealers  are  subject  to  regulation,  basic 
regulatory  controls  do  not  exist  for  the  meyor  U.S.  ore  derivatives  dealers 
that  were  affiliates  of  securities  firms  and  insurance  companies.  Securities 
firm  affiliates  reported  some  information  on  their  derivatives  activity. 
However,  this  information  included  limited  data  on  counterparty 
concentrations  and  did  not  specifically  identify  the  type  and  amount  of 
derivatives  eanungs.  Further,  the  ore  dealing  activities  of  securities  firms 
that  did  not  involve  regulated  securities  were  not  subject  to  capital 
standards  or  regulatory  examinations.  The  ore  dealing  activities  of 
insurance  companies  were  neither  subject  to  capital  standards  nor 
examined.  While  these  dealers'  derivatives  activities  were  small  compared 
to  those  of  the  top  seven  bank  dealers,  as  noted  in  chapter  1,  their 
activities  increased  at  a  higher  rate  from  1990  to  1992  than  did  the  banks'. 
Further,  these  securities  firms  and  insurance  companies  are  large  financial 
firms.  As  in  the  case  of  a  m^or  bank  failure,  a  crisis  involving  derivatives 
that  affects  one  of  these  firms  would  likely  affect  the  financial  system  and 
require  federal  intervention  to  resolve.  Although  the  federal  government 
would  not  necessarily  intervene  just  to  keep  a  m^or  otc  derivatives  dealer 
fi-om  failing,  the  federal  government  is  likely  to  intervene  to  keep  the 
financial  system  functiorung  in  cases  of  severe  financial  stress. 


Securities  and  Futures 
Laws  Limit  SEC  and 
CFTC  Authority  Over 
Derivatives  Dealers 


The  regulatory  oversight  respoi«ibilities  of  sec  and  crrc  differ 
substantially  from  those  of  baiU(  regulators.  Bank  regulators  are 
authorized  to  regulate  affiliates  of  banks  or  bank  holding  companies.  In 
contrast,  sec  and  crrc  are  authorized  to  regulate  activities  involving 
securities  and  futures  and  only  those  firms  that  trade  these  products.  For 
the  most  part,  neither  agency  regulates  otc  derivative  products  or  the 
dealers  of  those  products  urJess  their  trading  is  conducted  in  a  regulated 
institution.  Whereas  baid<  regulators  seek  to  ensure  the  safety  and 
soundness  of  banks  and  protect  the  Bank  Insurance  Fund,  SEC's  and  cftc's 
primary  purposes  are  to  protect  investors  or  customers  in  the  public 
securities  and  futures  markets  and  to  maintain  fair  and  orderly  markets. 


SEC  and  CFTC  Do  Not 
Regulate  All  OTC 
Derivatives  Activities 


As  part  of  its  oversight  efforts,  SEC  regulates  the  activities  of 
broker-dealers — firms  that  buy  and  sell  securities  for  their  own  accoimts 
and  as  agents  for  their  customers.  These  firms  must  register  with  sec  and 
comply  with  its  requirements  for  regulatory  reporting,  minimum  cs^ital, 
and  examinations.  They  must  also  comply  with  the  requirements  of  the 
various  exchanges  and  industry  associations,  such  as  the  New  York  Stock 
Exchange  and  the  National  Association  of  Securities  Dealers,  which  are 
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granted  self-regulatory  responsibilities  under  the  Securities  Exchange  Act 
of  1934.  SEC  monitors  broker-dealer  capital  levels  through  periodic 
reporting  requirements  and  regular  examinations.  To  fulfill  its  regulatory 
responsibilities  and  foster  confidence  in  the  industry  and  financial  system, 
SEC  focuses  on  the  regulated  broker-dealers  and  on  protecting  customers 
£i"om  losing  funds  or  securities  held  by  these  firms.  U.S.  securities  laws  do 
not  apply  to  a  securities  firm's  entire  organizational  structure,  which  may 
also  include  a  holding  compstny  and  other  affiliates. 


The  Securities  Exchange  Act  of  1934  governs  securities  trading  in  the 
United  States.  The  definition  of  a  security  subject  to  sec  regulation 
includes  traditional  capital-raising  instruments,  such  as  stocks,  bonds,  and 
notes.  Through  a  1982  amendment  of  the  act.  Congress  clarified  that 
securities  subject  to  sec  regulation  include  options  on  individual  securities 
and  on  groups  of  or  indexes  on  securities.  Because  SEC's  jurisdiction 
pertains  only  to  securities,  it  does  not  regulate  affiliates  of  broker-dealers 
whose  activities  involve  products  that  are  not  securities. 

As  part  of  its  oversight  efforts,  cftc  reviews  exchange  rules,  ensures  their 
consistent  enforcement,  and  monitors  the  positions  of  large  traders,  cftc 
also  regulates  the  activities  of  various  market  participants,  including 
futures  commission  merchants  (fcm) — firms  that  buy  and  sell  futures 
contracts  as  agents  for  customers,  pcms  must  comply  with  cftc's 
requirements  for  regulatory  reporting,  minimum  capital,  and 
examinations.  In  addition,  they  must  comply  with  the  rules  imposed  by  the 
various  exchanges  such  as  the  Chicago  Mercantile  Exchange  and  the 
Chicago  Board  of  Trade,  as  well  as  the  National  Futures  Association,  all  of 
which  act  as  self-regulatory  organizations  under  cea. 

CEA  gives  CFTC  exclusive  jurisdiction  over  all  futures  contracts.  The 
significance  of  defining  an  instrument  as  a  futures  contract  has  been  cea's 
requirement  that  all  futures  contracts  trade  on  a  CFTC-designated 
exchange.  The  Futures  Trading  Practices  Act  of  1992  authorizes  crrc  to 
grant  exemptions  to  this  requirement  and  to  impose  conditions  on  such 
exemptions.  Since  receiving  such  authority,  cftc  has  exempted  certain  otc 
contracts,  including  nonequity  swj^s,  energy-based  commodity  contracts, 
and  contracts  that  combine  features  of  futures  and  securities,  called 
hybrid  contracts,  cftc  did  not  exempt  nonequity  swaps  firom  the  andfi-aud 
and  antimanipulation  provisions  of  cea  Similar  to  sec,  cftc  focuses  on 
ensuring  the  financial  stability  of  regulated  fcms  to  protect  their  customers 
and  does  not  directly  examine  the  activities  of  the  holding  compaiues  or 
any  other  affiliates  of  these  firms. 
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Other  than  reporting  requirements,  ore  derivatives  dealers  that  are 
aCBliates  of  securities  and  futures  firms  are  subject  to  minimal  regulation. 
Neither  sec  nor  cftc  regulate  the  activities  of  otc  derivatives  dealers  that 
are  not  either  broker-dealers  or  fcms.  However,  they  have  the  authority  to 
collect  information  about  the  activities  of  firms  affiliated  with 
broker-dealers  or  fcms,  respectively,  including  derivatives  dealers.  The  five 
mayor  securities  firm  derivatives  dealers  that  we  identified  were 
conducting  their  ore  derivatives  dealing  in  one  or  more  affiliates  outside 
the  entity  regulated  by  sec  or  cftc.'  At  the  time  of  our  review,  fcms  that 
were  not  already  a£QIiated  with  a  securities  firm  did  not  have  any  affiliates 
that  were  m^or  OTC  derivatives  dealers.  However,  some  firms  had  recently 
started  conducting  such  activities  and  eventually  could  become  nuyor 
dealers. 


Securities  and  Futures 
Fiifln  Affiliates  Are  Not 
Required  to  Report 
Sufficient  Information  on 
Derivatives  Risks  and 
Earnings 


Recent  legislation  authorized  sec  to  collect  information  fix)m  holding 
companies  and  other  unregulated  affiliates  of  the  securities  firms  it 
regulates,  including  otc  derivatives  dealers.  To  allow  sec  to  assess  the 
risks  posed  by  a  broker-dealer's  affiliates,  the  Market  Reform  Act  of  1990 
authorized  sec  to  collect  information  from  registered  broker-dealers  about 
the  activities  and  the  financial  condition  of  their  holding  companies  and 
material  associated  persons.^  SEC  began  in  October  1992  to  receive  the 
information  required  under  risk-assessment  rules  developed  pursuant  to 
the  act''  This  information  includes  the  total  derivatives  notional/contract 
amounts,  aggregate  credit  risk  of  these  firms'  derivatives  dealer  affiliates, 
and  certain  concentrated  exposures  to  individual  counterparties. 
Specifically,  these  firms  report  quarterly  on  the  notional/contract  amotmts 
of  futures,  forwards,  options,  and  swaps  positions,  segregated  by  interest 
rate,  foreign  exchange,  and  commodities  contracts,  sec  also  requested  and 
received  narrative  descriptions  of  these  firms'  derivatives 
risk-management  procedures  and  systems. 


SEC  also  instituted  a  reporting  requirement  for  credit  exposures  to 
individual  counterparties  that  exceed  certain  limits.  As  required  by  the 
risk-assessment  rules,  the  affiliates  of  securities  firms  are  to  report  any 
individual  counterparty  credit  exposures  that  exceed  a  certain  threshold. 


'Each  of  these  live  securities  fiims  also  had  FCM  a/Gliates  oonductiiig  exchange-tiaded  derivatives 
activities  subject  to  CFTC  regulation. 

^A  materiaJ  associated  person  has  a  relationship  to  a  broker.dealer  such  that  its  business  activities  are 
reasonably  Ulcely  to  have  a  material  impact  on  the  financial  and  operational  condition  of  the 
brol(er.deaJer 


liules  I7h-1T  and  17h-2T,  17  C.F.R.  parts  240  and  249. 
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This  threshold  is  $100  million  or  10  percent  of  the  broker-dealer's  tentative 
net  capital  or  10  percent  of  the  affiliate's  net  worth,  whichever  is  greater. 
However,  SEC  officials  said  that  only  one  firm  had  reported  exposures  that 
exceeded  these  thresholds  as  of  March  31,  1993.  sec  collected  no  other 
information  on  counterparty  credit  exposure  on  a  routine  basis.  SEc's 
threshold  is  too  high  to  obtain  sufBdent  information  for  detecting 
potential  credit-risk  problems  among  the  ore  derivatives  dealer  affiliates 
of  securities  firms.  Such  information  would  better  ensible  sec  to  anticipate 
and  quickly  respond  to  a  crisis  involving  derivatives  at  these  firms. 

Like  bank  regulators,  sec  is  not  receiving  income  information  that  shows 
gains  and  losses  on  derivatives  separate  &x>m  securities  firms'  other 
trading  activities.  As  a  result,  the  earnings  from  proprietary  trading  are  not 
separated  from  income  earned  on  customer  transactions.  Such 
information  could  help  sec  to  assess  the  risks  taken  by  securities  firms 
using  derivatives  to  speculate. 

The  Futures  Trading  Practices  Act  of  1992  provided  crrc  authority  similar 
to  SEc's — that  is,  to  collect  information  for  use  in  assessing  the  risks  posed 
by  the  activities  of  an  fcm's  holding  company  or  any  affiliates.  Proposed 
reporting  requirements  were  issued  for  public  comment  in  February  1994, 
with  120  days  allowed  for  comments. 


SEC  Has  Limited  Capital 
Standards  and 
Examination  Authority 
Over  Derivatives  Dealers 


sec  has  capital  standards  that  address  derivatives,  but  these  standards 
apply  only  to  regulated  broker-dealers,  not  to  ore  derivatives  dealers  that 
are  affiliates  of  securities  firms.  Also,  sec  has  no  authority  to  examine  the 
activities  of  these  affiliates. 

sec  uses  its  net  capital  rule  (rule  15c3-l)  to  oversee  the  financial 
soundness  of  broker-dealers.  This  rule  requires  broker-dealers  to  maintain 
sufficient  capital  to  satisfy  the  claims  of  their  customers,  other 
broker-dealers,  and  creditors.  Under  the  rule,  a  broker-dealer  must 
subtract  from  the  value  of  its  assets  various  amounts,  called  haircuts, 
depending  on  the  assets'  liquidity  or  riskiness.  For  example,  sec  requires 
firms  to  reduce  the  value  of  any  stock  holdings  by  15  percent  for  purposes 
of  computing  their  capital 

According  to  sec  officials,  the  treatment  of  ore  derivatives  under  the  net 
capital  rule  has  been  one  of  the  factors  that  has  influenced  firms  to 
conduct  these  activities  in  affiliates  not  subject  to  the  rule.  For  swaps, 
securities  firms  are  to  add  to  their  net  worth  the  value  of  any  contracts 
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with  unrealized  positive  market  value  and  subtract  from  their  net  worth 
the  value  of  any  contracts  with  a  negative  market  value.  However,  they 
also  are  to  deduct  from  their  net  worth  the  value  of  any  sw£^  payments 
due  them  as  unsecured  receivables.  In  addition,  they  are  to  reduce  any 
swap  with  a  positive  market  value  by  up  to  6  percent  of  the  notional 
amount  of  the  contract,  depending  on  the  term  of  the  contract  and 
whether  the  swap  has  been  offset  or  hedged.  Various  percentages  of  the 
market  value  of  other  derivatives,  including  forwards,  futures,  and  options, 
are  also  subtracted  to  attjust  a  securities  firm's  net  worth  due  to  holdings 
of  these  products.  The  result  is  that  these  requirements  can  tie  up  large 
portions  of  a  firm's  capital. 


SEC  has  questioned  whether  derivatives  treatment  under  the  net  capital 
rule  is  appropriate  to  address  securities  firms'  risks.  In  May  1993,  sec 
issued  a  concept  release  seeking  comments  on  the  possibility  of  altering 
its  capital  requirements  for  OTC  derivatives.  The  release  includes  several 
proposals,  including  revising  the  net  capital  rule  to  address  the  credit  and 
market  risks  of  derivatives  activities  but  with  lower  capital  charges  than 
currently  exist  sec  is  also  seeking  comment  on  whether  separate  coital 
requirements  should  be  drafted  for  derivatives  dealer  affiliates. 

Officials  of  the  five  securities  firms  that  had  m^or  otc  derivatives  dealer 
affiliates  told  us  that  although  their  businesses  were  not  subject  to  sec 
capital  or  examination  requirements,  they  voluntarily  set  aside  capital  on 
the  basis  of  their  calculations  of  the  risks  of  their  activities.  They  noted 
that  rating  agencies  and  counterparties  insist  that  they  do  so.  For  example, 
to  receive  the  highest  possible  credit  ratings  for  certain  of  their  derivatives 
dealer  affiliates,  several  securities  firms  placed  in  these  affihates  amounts 
of  coital  that  were  large  relative  to  the  level  of  their  proposed  activities. 

Other  officials  expressed  concerns  over  the  rising  volume  of  business 
conducted  by  unregulated  firms,  such  as  affiliates  of  securities  firms. 
According  to  information  in  their  1992  annual  reports,  the  five  m^or 
securities  firm  OTC  derivatives  dealers  had  total  notional/contract  amounts 
of  abnmt  $3  trillion  outstanding,  which  represented  an  increase  of 
77  percent  since  1990.  A  Federal  Reserve  official,  who  oversees 
examinations  of  large  bank  derivatives  dealers,  told  us  that  the  risk  of  a 
financial  crisis  is  heightened  when  financial  problems  at  an  unregulated 
firm  can  cause  other  derivatives  dealers  to  become  reluctant  to  continue 
trading. 
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State  Insurance 
Regulatory  Oversight 
of  Derivatives  Dealer 
Affiliates  Is  Limited 


State  insurance  departments,  not  federal  regulators,  are  responsible  for 
monitoring  insurance  companies  both  domiciled'*  and  licensed  to  operate 
in  the  state.  State  insurance  regulators  do  not  directly  oversee  the  financial 
condition  of  affiliates  of  insurance  companies  that  are  ore  derivatives 
dealers.  We  identified  three  insurance  companies — domiciled  in  Delaware, 
New  Jersey,  and  New  York — that  had  m^or  ore  derivatives  dealer 
affiliates.^  Derivatives  dealer  affiliates  of  insurance  companies  are  subject 
to  minimal  reporting  requirements  and  no  capital  requirements  and  are  not 
examined. 


Derivatives  Dealer 
Affiliates  of  Insurance 
Comparues  Are  Subject  to 
Minimal  Reporting 
Requirements 


Insurance  regulators  collect  limited  information  on  the  derivatives  dealer 
affiliates  of  insurance  companies.  Insurance  regulatory  officials  in  the 
three  states  we  visited  said  that  they  receive  audited  consolidated  financial 
statements  for  the  parent  company  or  the  holding  company  of  the 
insurance  company.  These  consolidated  statements  contain  all  of  the 
parent  company's  or  holding  company's  derivatives  notional/contract 
amounts  and  aggregate  credit  exposure,  including  information  on  the 
derivatives  dealer  affiliate.  The  affiliate  is  not  required  to  provide  other 
financial  information  to  insurance  regulators.  Therefore,  as  is  the  case  for 
banks  and  securities  firms,  no  information  is  available  on  these  derivatives 
dealers'  individual  counterparty  credit  exposures  or  on  the  sources  and 
types  of  income  they  earn  fi-om  derivatives. 

As  part  of  a  study  of  derivatives  issues,  the  NsUional  Association  of 
Insurance  Commissioners*  is  considering  the  need  for  increased 
disclosure  and  reporting  requirements  on  derivatives  use  by  insurance 
companies.  However,  as  of  April  1994,  its  efforts  have  focused  on  the 
regulated  insurance  company  and  not  on  the  derivatives  dealer  affiliates. 


'Domiciled  means  the  insurance  company  is  legally  headquartered  in  a  state. 

"The  derivatives  dealer  of  one  of  these  insurance  companies  is  a  subsidiary  of  the  parent,  not  a 
separate  affiliate  Because  the  subsidiary  is  not  a  completely  separate  legal  entity,  it  may  be  subject  to 
more  state  r^ulalion  than  affiliates  For  ease  of  reference,  we  include  the  derivatives  dealer 
subsidiary  with  affiliates  in  the  rest  of  our  discussion. 

"The  National  Association  of  Insurance  Commissioneis  is  an  advisory  group  that  comprises  insurance 
regulators  from  60  states  and  the  District  of  Columbia  It  identifies  insurance  issues  and  proposes 
Rwdel  laws  for  stale  enactment  to  ensure  consistent  regulation. 
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State  Insurance  Regulators 
Do  Not  Require  Capital 
Standards  or  Examinations 
of  Derivatives  Dealers 


The  state  insurance  regulators  we  interviewed  said  that  they  did  not 
impose  capital  requirements  on  derivatives  dealer  afBliates.  Both  officials 
of  insurance  company  affiliates  and  state  insurance  regulators  told  us  that 
derivatives  dealer  affiliates  voluntarily  hold  capital  against  derivatives 
exposures  as  part  of  effective  risk-management  practices. 

The  state  insurance  regulators  we  contacted  told  us  that  they  did  not 
examine  the  activities  of  derivatives  dealer  afOhates.  Officials  of  one  state 
insurance  regulator  said  that  they  had  the  authority  to  examine  the 
derivatives  dealer  subsidiary  of  an  insurance  company.  However,  they  said 
that  they  had  not  examined  such  a  subsidiary,  and  they  would  not  examine 
one  unless  they  found  that  its  activities  had  adversely  affected  the 
insurance  company.  Overall,  insurance  officials  in  the  three  states  we 
contacted  said  their  oversight  responsibility  was  designed  to  monitor  the 
health  and  solvency  of  only  the  regulated  insurance  companies — not  to 
oversee  affiliates  of  insurance  companies  dealing  in  derivatives. 
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The  rules  governing  the  accounting  treatment  for  derivatives  in  the  United 
States  do  not  adequately  cover  some  of  the  most  basic  types  of  derivative 
products.  Of  the  four  basic  types  of  derivatives,  only  two — forwards  and 
futures — are  directly  addressed  by  existing  authoritative  accounting  rules. 
Therefore,  accounting  for  a  wide  range  of  derivatives  activities  has  been 
shaped  in  the  United  States  by  industry  practices  and  analogies  drawn  to 
apply  limited  existing  rules. 

Accounting  for  end-user  hedging  activities  is  the  most  problematic 
derivatives  accounting  issue.  Accounting  rules  for  these  activities  are 
incomplete  and  contradictory  and  could  be  easily  misapplied  to  result  in 
insqjpropriate  reporting  of  gains  and  losses  from  these  activities.  As  a 
result,  financial  reports  of  end-users  may  be  inconsistently  presented; 
unrepresentative  of  the  substance  and  risks  of  derivatives  activities;  and 
misleading  to  investors,  creditors,  regulators,  and  others.  As  many  dealers 
are  also  end-users,  these  issues  are  applicable  to  them  as  well. 

While  FASB  has  recognized  the  need  for  better  accounting  rules  for 
derivatives,  especially  rules  for  applying  deferral  hedge  accounting  by 
end-users,  fasb's  progress  in  developing  such  r\iles  has  been  slowed  by  the 
complexity  and  controversy  associated  with  derivative  products  and 
related  financial  instruments.'  Unfortunately,  the  issuance  of  a  complete 
set  of  rules  that  meets  accounting  and  disclosure  needs  is  unlikely  in  the 
immediate  future. 


Rules  for  Accounting 
for  Derivatives  Are 
Needed  to  Promote 
Consistent,  Reliable 
Financial  Reporting 


Rules  for  accounting  for  derivatives  activities  are  needed  for  the  same 
reason  rules  au'e  needed  for  accounting  for  other  financial  activities. 
Investors,  creditors,  regulators,  and  other  users  of  financial  reports 
generally  depend  upon  accounting  rules  to  help  ensure  the  consistency 
and  reliability  of  information  in  financial  reports.  The  effective  functioning 
of  our  economy  depends  upon  financial  information  that  is  widely  used 
being  reliable  and  cleariy  understood.  Such  widespread  use, 
understanding,  and  confidence  in  reliability  requires  that  financial 
statements  be  prepared  in  conformance  with  established  accounting  rules. 


*PAS8  hu  defined  a  finandaJ  instrument  as  cash,  evidence  of  an  ownerahip  interest  in  an  entity,  or  a 
contract  thai  txjth  ( 1 )  Imposes  on  one  entity  a  contractual  obligation  to  deliver  cash  or  another 
financial  instiument  to  a  second  entity  or  to  exchange  financial  instruments  on  potentially  unfavorable 
terms  with  a  second  entity  and  (2)  conveys  to  that  second  entity  a  contractual  right  to  receive  cash  or 
another  financial  instniment  from  the  fiist  entity  or  to  exchange  other  financiaJ  instruments  on 
potentiaJly  ^vorable  teims  with  tie  first  entity  A  financial  instrument  has  off-balance-sheet  risk  of 
accounting  loss  if  the  risk  of  accouiuing  loss  to  the  entity  may  exceed  the  amount  reported  as  an  asaet, 
if  any,  or  If  the  ultimate  obligation  may  exceed  the  amount  that  b  reported  as  a  liability  in  tlie  balance 
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In  the  United  States,  such  accounting  rales  are  known  as  Generally 
Accepted  Accounting  Principles  (gaap).  gaap  includes  rules  for  accounting 
for  transactions  as  well  as  related  disclosure  requirements.  Accounting 
rules  define  how  the  transactions  of  an  enterprise  should  be  recognized, 
measured,  and  reported  in  the  enterprise's  financial  statements.  Footnotes 
to  those  financial  statements  provide  additional  data  that  are  relevant  to 
the  interpretation  of  the  statements.  The  data  include  qualitative 
information  on  specific  financial  statement  items  as  well  as  supplementary 
quantitative  information  that  expands  on  the  information  in  the  financial 
statements.  The  footnote  disclosures  can  also  ejqjlain  terms  of  financial 
arrangements  or  basic  contractual  agreements.  Investors,  creditors,  and 
others  use  the  enterprise's  financial  statements  to  ( 1)  evaluate 
management's  performance,  (2)  measure  borrowing  power,  (3)  guide 
investment  decisions,  and  (4)  support  arguments  on  pubUc  poUcy  issues. 
Regulatory  information  is  derived,  in  part,  fi^om  these  statements  or  fi-om 
the  accounting  systems  upon  which  they  are  based. 


Accounting  Rules  Address 
Only  Some  Types  of 
Derivatives 


Accounting  rules  established  by  fasb— referred  to  as  Statements  of 
Financial  Accounting  Standards  (sfas>— direcUy  address  only  two  of  the 
four  basic  types  of  derivatives  we  discuss  in  this  report— forwards  and 
futures,  although  not  all  types  of  forwards  are  addressed.  No  specific 
accounting  rules  have  been  established  for  swaps  or  options.  The  lack  of 
complete  accounting  rules  for  derivatives  activities  is  a  matter  of  concern, 
e^)ecially  with  regard  to  accounting  by  end-users  for  hedging  activities.  In 
general,  in  the  absence  of  accounting  rules,  preparers  of  financial  reports 
individually  and  judgmentally  base  accounting  on  common  industry 
practices.  These  individual  judgments  may  result  in  inappropriate 
reporting  by  some  entities.  In  addition,  inconsistent  reporting  by  different 
entities  of  similar  transactions  is  likely.  As  a  result,  reported  financial 
results  may  be  imsle^ling  and  lack  the  tran^arency  necessary  for 
effective  business  and  economic  decisionmaking. 


Derivatives  Accounting 
Has  Been  Shaped  by 
Industry  Practices  and 
Analogies  Drawn  in 
Applying  Limited 
Accounting  Rules 


The  accounting  practices  for  many  derivative  products  not  addressed  by 
accounting  rules— including  complex  hybrids  that  this  report  does  not 
discuss  in  detail— have  evolved  on  the  basis  of  common  industry  practices 
and  analogies  that  preparers  draw  in  applying  Umited  existing  accounting 
rules.  As  products  increase  in  complexity,  the  likelihood  of  inconsistent 
and  inappropriate  accounting  for  derivatives  also  increases. 
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Common  industry  practices  in  accounting  for  derivatives  have  been 
determined  largely  by  the  objectives  of  those  using  derivatives.  If  the 
objective  is  to  profit  from  trading  activities,  changes  in  the  market  value  of 
the  derivative  product  are  reflected  as  gains  or  losses  in  the  income 
statement  Alternatively,  if  the  objective  is  to  hedge  financial  risks, 
changes  in  the  value  of  the  derivatives  are  accounted  for  using  the  same 
basis  of  accounting  as  the  underlying  asset  or  liability  being  hedged  (the 
hedged  item). 

If  the  underlying  asset  or  liability  is  carried  on  the  balance  sheet  at  current 
market  value,  the  derivative  product  used  as  a  hedge  is  also  carried  at 
current  market  value,  and  any  applicable  gains  or  losses  are  reflected 
currently  in  the  income  statement.  This  practice  is  similar  to  the 
accounting  for  derivatives  used  for  trading.  But  if  the  underlying  asset  or 
liability  is  carried  on  the  balance  sheet  at  historical  cost,^  or  the  hedged 
item  is  reported  as  an  off-balance-sheet  item,^  changes  in  the  market  value 
of  the  derivative  product  are  not  recorded  in  income  until  the  income 
statement  effects  of  the  hedged  item  are  realized  in  a  later  transaction. 
This  type  of  accounting,  which  this  report  refers  to  as  deferral  hedge 
accounting,  has  the  effect  of  delaying  recognition  of  gains  or  losses  in  the 
market  value  of  the  derivative  products.  Criteria  that  are  currently  in  effect 
limit  the  circumstances  under  which  deferral  hedge  accounting  is 
permissible. 

The  approach  of  determining  the  accounting  for  derivatives  in  accordance 
with  the  way  derivatives  are  used  seems  relatively  straightforwzu-d,  but 
many  factors  complicate  its  application.  The  first  of  these  complicating 
factors  is  the  lack  of  common  agreement  on  the  definition  of  "hedging  of 
financial  risks."  In  addition  to  this  basic  definitional  issue,  the  complexity 
and  diversity  of  derivative  products  and  transactions  further  complicate 
the  determination  of  the  timing  of  recognition  and  the  measurement  of 
derivatives  activities  in  financial  reports.  Finally,  the  existing  criteria  for 
derivatives  products  that  are  eligible  for  deferral  hedge  accounting  differ 
for  the  various  product  types.  This  disparity  has  caused  significant 
controversy. 


^Historical  cost  is  the  amount  of  cash,  or  its  equivalent,  paid  to  acquire  an  asset  or  the  amount  received 
when  a  liability  was  incurred. 

'Under  criteria  that  are  currently  in  effect,  derivatives  are  excluded  from  the  balance  sheet  when 
( 1)  an  exchange  of  an  underlying  asset  or  liability  has  not  yet  occurred  and  no  assurance  exists  that  it 
will  occur  or  (2)  notional  amounts  are  used  solely  to  determine  cash  Hows  to  be  exchanged  in  the 
future.  Futures,  forwards,  options,  and  swaps,  the  focus  of  this  report,  are  all  considered  to  be 
off  .balance-sheet  products. 
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Current  Practices  in 
Accounting  for  Forwards 


The  only  GAAP  rule  for  forward  contracts  is  sfas  No.  52,  Foreign  Currency 
Translation,  which  includes  accounting  requirements  for  forward 
exchange  contracts.  Under  sfas  No.  52,  forward  exchange  contracts 
entered  into  for  speculative  purposes  are  recorded  at  market  value  on  the 
balance  sheet,  with  subsequent  changes  in  market  value  recorded  as  gains 
or  losses  in  the  income  statement  Changes  in  the  market  value  of  forward 
exchange  contracts  that  qualify  as  hedges  of  investments  in  foreign 
subsidiaries  are  included  as  part  of  the  translation  adjustment  in 
stockholders'  equity  on  the  balance  sheet  If  the  forward  contract  is  a 
hedge  of  a  foreign  currency  commitment  not  yet  recorded  in  the  financial 
statements  (for  example,  a  firm  order  to  purchase  foreign  goods),  the 
change  in  value  of  the  contract  is  deferred  until  the  transaction  being 
hedged  is  recorded  (for  example,  when  the  foreign  goods  are  received  and 
recorded).  It  is  included  at  that  time  as  part  of  the  measurement  of  the 
transaction  (for  example,  as  part  of  the  purchase  price). 

As  of  April  1994,  gaap  rules  did  not  address  accounting  for  forward 
contracts  that  did  not  involve  foreign  exchange  rates.  In  practice,  these 
contracts  are  generally  accounted  for  by  analogy  to  sfas  No.  80,  a 
discussion  of  which  follows. 


Current  Practices  in 
Accounting  for  Futures 


Futures  contracts  are  accounted  for  on  the  basis  of  requirements  of  sfas 
No.  80,  Accounting  for  Futures  Contracts,  sfas  No.  80  requires  that  a 
change  in  market  value  of  an  open  futures  contract  be  immediately 
recognized  in  earnings  unless  the  contract  qualifies  as  a  hedge  of  an  asset 
or  liabilify  carried  at  cost  If  the  contract  does  so  qualify,  the  gain  or  loss 
may  be  deferred  and  reported  as  an  adjustment  to  the  carrying  amount  of 
the  hedged  item  on  the  balance  sheet  The  total  amount  of  the  commodity 
or  financial  instrument  that  underlies  the  futures  contract  (the  underlying) 
is  not  recorded  on  the  balance  sheet 


Current  Practices  in 
Accounting  for  Options 


TTie  current  practices  in  accounting  for  options  have  been  shaped  by 
analogies  drawn  by  indiistry  in  applying  accounting  rules  for  forward 
exchange  contracts  and  futures.  In  the  absence  of  any  gaap  rules  for 
accounting  for  options,  a  task  force  of  the  American  Institute  of  Certified 
Public  Accountants  published  in  1986  Issues  Paper  86-2,  Accounting  for 
Options.  This  paper,  which  has  influenced  accounting  practices  for 
options,  included  advisory  conclusions  that  proposed  criteria  and  hedge 
accounting  techniques  for  options  based  largely  on  sfas  No.  52  and  sfas 
No.  80,  which  cover  accounting  for  forward  exchange  contracts  and 
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futures.  However,  the  task  force  departed  from  those  sfass  when  the 
economics  of  options  differed  significantly  from  those  of  forward 
exchange  contracts  and  futures. 

In  general,  the  paper  concluded  that  as  in  accounting  for  futures  contracts, 
changes  in  the  market  value  of  options  should  be  immediately  recognized 
in  earnings  unless  hedge  accounting  is  specifically  justified  under  certain 
criteria  If  the  option  qualifies  as  a  hedge,  then  changes  in  the  market  value 
of  the  option  are  included  in  income  in  the  same  period  as  changes  in  the 
market  value  of  the  item  being  hedged.  However,  the  paper  raised 
concerns  about  whether  hedge  accounting  is  appropriate  for  all  options.  It 
generally  concluded  that  the  application  of  hedge  accounting  should  be 
limited  to  certain  portions  of  certain  types  of  options  contracts.  Although 
this  paper  has  affected  the  evolution  of  existing  accounting  practices,  it 
does  not  have  the  status  of  GAAP. 


Current  Practices  in 
Accounting  for  Swaps 


As  of  April  1994,  gaap  did  not  directly  address  accounting  for  swaps.  In 
practice,  foreign  currency  swaps  are  accounted  for  on  the  basis  of 
analogies  drawn  in  applying  accounting  rules  for  forward  exchange 
contracts.  Industry  practice  for  interest  rate  and  commodity  swaps  is  to 
record  the  net  difference  in  interest  or  other  obligations  of  the  swjqj 
counterparties  directly  to  income  or  expense.  Neither  the  notional  amount 
nor  the  market  value  of  these  swaps  entered  into  for  hedging  purposes  is 
recorded  on  the  balance  sheet  The  market  value  of  interest  rate  and 
commodity  swaps  entered  into  for  trading  purposes  is  recorded  on  the 
balance  sheet  and  changes  in  the  value  are  reflected  in  income. 


Hedge  Accounting  Is 
Complicated  by 
Product  Complexity 
and  Lack  of  Clear, 
Noncontradictory 
Rules  and  Definitions 


The  most  complicated  accounting  issue  concerning  derivative  products  is 
whether  a  transaction  entered  into  for  risk-management  purposes  qualifies 
for  deferral  hedge  accounting.  Deferral  hedge  accounting  generally  allows 
gains  and  losses  on  the  derivative  product  to  be  deferred  and  recognized 
in  the  income  statement  at  the  same  time  as  the  income  statement  effect 
of  the  hedged  item.  If  the  hedge  operates  as  planned,  the  income  statement 
effects  of  the  derivative  product  and  the  hedged  item  will  substantially 
offset  each  other.  However,  determining  whether  a  hedge  is  operating 
effectively  and  thus  qualifies  for  hedge  accounting  is  difficult  in  reaUty.  In 
addition,  there  is  currenUy  disagreement  over  the  appropriate  objective 
for  risk  management  activities  that  should  qualify  for  deferral  hedge 
accounting. 
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Lack  of  Accepted 
Definition  for  Hedging 
Financial  Risks 


The  traditional  definition  of  hedging  has  been  that  it  is  a  strategy  of 
entering  into  transactions  or  financial  positions  whose  primary  purpose 
and  efifect  is  to  protect  an  entity  fix)m  exposure  to  interest  rate,  foreign 
exchange,  or  commodity  price  risk.  Tliis  traditional  viewpoint  assumes 
that  enterprises  enter  into  hedging  transactions  to  reduce  risk  of  loss. 

Another  viewpoint  extends  the  defiiution  of  hedging  to  include  "other  risk 
a4justing  activities,"  which  are  strategies  whose  purposes  and  effects  are 
to  adjust  the  level  of  risk,  either  up  or  down,  but  not  necessarily  to  reduce 
it  Because  deferral  hedge  accounting  allows  for  delayed  recognition  of 
gains  and  losses  from  derivative  activities,  the  potential  ramification  of 
this  viewpoint  is  that  the  effects  of  increasing  the  levd  of  an  institution's 
risk  of  loss  would  not  be  reflected  immediately  in  income.  We  believe 
deferral  hedge  accounting  should  be  limited  to  activities  intended  to 
decrease  an  enterprise's  exposure  to  risk  of  loss.  The  determination  of  the 
proper  definition  of  hedging  of  financial  risks  is  the  first  and  foremost 
issue  that  must  be  resolved  by  fasb  so  that  it  can  continue  with  the 
develc^ment  of  accounting  standards  in  ttus  area. 


Hedge  Criteria  for 
Con\plex  Transactions  Are 
Difficult  to  Apply 


The  difficulty  in  determining  whether  a  hedge  is  operating  effectively  and 
qualifies  for  hedge  accounting  stems  generally  from  the  complexity  of 
many  derivative  products  and  the  lack  of  accounting  rules  that  apply  to  all 
products.  Existing  accounting  rules  that  might  be  used  to  account  for 
hedges  conflict  with  one  another,  resulting  in  further  inconsistency  and 
confusion. 

The  traditional  practice  in  hedge  accounting  is  to  treat  a  derivative 
product  as  a  hedging  instrument  if  it  meets  the  following  general  criteria; 

The  item  (position)  to  be  hedged  and  the  hedging  instrument  are 

specifically  identified  by  management  and  the  relationship  between  them 

is  designated  as  a  hedge. 

The  existing  asset  or  liability  to  be  hedged  actually  exposes  the  firm  to 

market  risk  caused  by  changes  in  factors  such  as  interest  or  exchange 

rates. 

The  hedging  instrument  is  expected  to  reduce  such  exposiire  and 

continues  to  do  so  throughout  the  life  of  the  hedging  instriunent 

In  general,  these  criteria  are  applied  to  determine  whether  correlation 
exists  between  the  item  being  hedged  and  the  derivative  product  being 
used  as  a  hedge.  Perfect  negative  correlation  results  in  a  complete  offset 
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between  the  change  in  the  value  of  the  item  being  hedged  and  the  hedge 
instrument 


In  cases  where  the  asset  or  liability  being  hedged  is  carried  at  historical 
cost,  the  deferral  of  hedge  gains  and  losses  results  in  a  delay  in  the 
recognition  of  the  change  in  the  derivative's  market  value.  As  long  as  the 
derivative  qualifies  for  hedge  accounting,  such  recognition  is  not  required 
until  the  reporting  period  in  which  the  change  in  market  value  of  tiie 
hedged  item  is  ultimately  recognized.  For  example,  an  entity  using  futures 
contracts  to  hedge  interest  rate  changes  on  its  adjustable-rate  debt  would 
defer  changes  in  the  market  value  of  those  contracts  until  the  date  of  the 
interest  rate  adjustment  on  the  debt  After  the  rate  adjustment,  the  entity 
would  amortize  the  hedge  gain  or  loss  as  an  adjustment  of  interest 
expense.  If  the  hedge  was  effective,  then  changes  in  the  value  of  the 
contracts  would  substantially  offset  the  income  statement  effects  of  the 
rate  change.  However,  if  the  change  in  value  of  the  contracts  did  not 
correlate  well  with  the  change  in  interest  rates  on  the  debt  the  ultimate 
income  statement  effects  would  not  be  substantially  offsetting.  Once  this 
situation  was  identified,  deferral  accounting  would  not  be  allowed  under 
the  hedge  criteria 

A  misapplication  of  the  deferral  hedge  criteria  can  result  in  misleading 
financial  reports.  For  example,  deferral  of  hedge  losses  that  do  not 
correlate  with  changes  in  the  value  of  the  underlying  items  being  hedged 
results  in  a  misstated  balance  sheet  and  skewed  income  statement  effects. 


Hedge  Accounting  Lacks 
Clear,  Noncontradictoiy 
Rules 


Hedge  accoimting  is  complicated  by  the  lack  of  clear  rules  and  the 
existence  of  possibly  applicable  rules  that  are  contradictory.  For  example, 
^e  actual  application  of  the  hedge  criteria  is  difficult  due  to  the  lack  of 
clear  accounting  rules  on  (1)  the  degree  to  which  the  hedge  must  correlate 
to  qualify  for  hedge  accounting,  both  initially  and  throughout  the  life  of  the 
hedge,  and  (2)  the  fi-equency  of  assessment  The  lack  of  clarity  in  these 
areas  allows  for  potential  manipulation  of  the  hedge  criteria,  particularly 
in  situations  where  wide  fluctuations  in  values  occur  during  the  hedge 
period. 

Another  mEvjor  difficulty  in  current  practice  for  hedge  accounting  is  the 
inconsistency  in  existing  rules  on  the  treatment  of  anticipated 
transactions.  An  anticipated  transaction  is  one  that  an  entity  expects  to 
cany  out  in  the  normal  course  of  business,  sfas  No.  52,  which  contains 
accounting  rules  on  foreign  currency  transactions,  limits  hedge  accounting 
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to  anticipated  foreign  currency  transactions  that  are  firmly  committed. 
SFAS  No.  80,  which  provides  guidance  on  futures  contracts,  is  inconsistent 
with  SFAS  No.  52.  sfas  No.  80  extends  hedge  accounting  to  anticipated 
transactions  that  are  not  firmly  committed,  provided  certain  underlying 
criteria  are  met 

The  complexities  surrounding  deferral  hedge  accounting  for  derivatives 
activities  are  deepened  by  the  lack  of  clear  accounting  rules  for  hedging 
activities  involving  groups  of  assets  and  liabilities.  These  types  of  hedging 
activities,  referred  to  as  dynamic  portfoho  management,  are  often  used 
rather  than  static  hedging  of  individual  items.  Dynamic  portfolio 
management  is  characterized  by  the  continuous  assessment  and  periodic 
adjustment  of  the  risk  in  groups  of  assets,  liabilities,  and  binding 
commitments  of  an  enterprise. 

Dynamic  portfolio  management  enables  an  entity  to  more  easily  take 
maximum  advantage  of  naturally  offsetting  positions  in  the  portfolio  and 
thus  to  adjust  only  for  the  portfolio's  net  remaining  exposure.  Dynamic 
portfolio  management  is  commonly  used,  especially  by  financial 
institutior\s,  because  it  is  particularly  efficient  and  cost-effective  in  many 
situations.  However,  the  hedge  criteria  commonly  applied  under  sfas  No. 
52  and  sfas  No.  80  to  justify  deferral  hedge  accounting  for  hedges  of 
individual  transactions — including  specific  designation,  assessment  of 
effectiveness,  and  tracking — are  difficult  to  apply  to  these  dynamic 
portfolio  activities,  and  no  alternative  criteria  have  been  developed  by 
fasb. 


Existing  and 
Proposed  Standards 
Require  Disclosure  of 
Derivatives  Activities 


fasb  issued  two  sfass  on  disclosure  requirements,  one  in  1990  and  one  in 
1991,  to  address  general  concerns  about  the  extent  and  nature  of  an 
entity's  financial  instruments  (including  derivative  products)  with 
off-balance-sheet  risks  of  accounting  losses  as  well  as  current  market 
values  of  financial  instruments.  A  third  proposed  standard  was  recently 
released  for  comment  and  is  expected  to  be  issued  by  the  end  of  1994. 


Under  the  two  existing  disclosure  standards,  preparers  of  financial 
statements  must  disclose  information  about  the  credit  and  market  risks 
involved  with  financial  instruments  and  the  fair  value  of  financial 
instruments,  sfas  No.  105,^  Disclosure  of  Information  About  Financial 
Instruments  With  Off-Balance-Sheet  Risk  and  Financial  Instrimients  With 

^Disclosure  may  be  made  either  in  the  body  of  the  financiaJ  statements  or  in  the  footnotes  to  the 
financial  statements,  Cettain  financial  instruments  are  excluded  from  the  scope  of  SFAS  No.  105 
because  existing  disclosure  guidance  addresses  these  items. 
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Concentrations  of  Credit  Risk,  requires  disclosure  of  the  followring 
information  by  class  of  financial  instrument  with  off-balance-sheet  risk: 

face  or  contract  amount  (or  notional  principal  amount  if  no  face  or 

contract  amount  exists); 

the  nature  and  terms  of  the  instrument,  including,  at  minimum,  a 

discussion  of  credit  risk,  market  risk,  cash  requirements,  and  the  related 

accounting  policy, 

the  amount  of  accounting  loss  the  entity  would  incur  if  any  party  to  the 

financial  instrument  failed  completely  to  perform  according  to  the  terms 

of  the  contract  and  collateral  or  other  security,  if  any,  proved  to  be 

worthless; 

the  entity's  policy  for  requiring  collateral  or  other  security  to  support 

financial  instruments  subject  to  credit  risk,  information  about  the  entity's 

access  thereto,  and  the  nature  and  a  brief  description  of  the  collateral  or 

other  security  supporting  those  financial  instruments;  and 

sigtuficant  concentrations  of  credit  risk  arising  from  all  financial 

instruments,  whether  from  an  individual  counterparty  or  groups  of 

counterparties,  including  information  about  the  activity,  region,  or 

economic  characteristic  that  identifies  the  concentration  of  credit  risk. 

SFAS  No.  107,  Disclosures  about  Fair  Value  of  Financial  Instruments, 
requires  the  following  information  to  be  disclosed  about  the  fair  value  of 
all  financial  instruments,^  regardless  of  whether  it  is  recorded  in  the 
balance  sheet 

fair  value  of  the  financial  instruments  for  which  it  is  practicable  to 

estimate  that  value  and 

method  and  significant  assumptions  used  to  estimate  fair  value. 

When  the  estimation  of  the  fair  value  of  a  financial  instrument  is 
impracticable,  the  statement  requires  disclosure  of  information  that  is 
pertinent  to  such  estimation.  This  information  includes  the  carrying 
amount,  effective  interest  rate,  maturity,  and  the  reason  the  estimate  of 
fair  value  was  impracticable. 

We  reviewed  the  1992  annual  reports  of  10  large  U.S.  bank  holding 
companies  with  significant  derivatives  activity,  including  7  msuor  OTC 
dealers.  Our  review  showed  that  these  institutions  generally  were 
complying  with  the  disclosure  requirements  listed  earlier.  However,  we 


^Fair  value  is  defined  as  the  amount  al  which  an  item  could  be  exchanged  in  a  current  transaction 
between  willing  parties,  other  than  in  a  forced  or  hquidation  sale 
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noted  some  variances  in  the  extent  and  methods  of  disclosures.  For 
example,  some  of  the  institutions  provided  extensive  coverage  of  the 
risk-management  process  (i.e.,  credit  risk,  interest  rate  and  currency  risk, 
and  liquidity  risk)  for  financial  instruments  in  the  Management  Discussion 
and  Analysis  section  of  their  annual  reports  or  devoted  separate  sections 
to  describe  the  risk-mai\agement  process.  Such  discussions  alerted  the 
reader  to  the  types  of  risks  inherent  in  the  use  of  financial  ii\struments, 
such  as  interest  rate  swaps  and  foreign  currency  trai\sactions.  Other 
institutions  disclosed  information  in  footnotes  or  supplemental  schedules, 
while  still  others  provided  rather  limited  disclosures.  Some  clearly 
quantified  the  amount  of  credit  risk  exposures  of  counterparties  or 
concentrations  of  credit  risk,  and  others  made  disclostu-es  that  were  less 
clear. 

Because  sfas  Nos.  105  and  107  leave  financial  statement  preparers  with 
substantial  flexibility  in  the  presentation  and  level  of  detail  of  the  required 
disclosures,  the  information  provided  about  derivatives  and  other  financial 
instrument  activities  is  not  likely  to  be  consistent  or  complete,  thereby 
making  meaningful  analysis  of  such  information  by  financial  statement 
users  very  difficult 

Recognizing  these  inadequacies,  fasb  recently  added  a  project  to  its 
agenda  to  improve  disclosiu-es  about  derivatives.  An  exposure  draft  of  a 
proposed  sfas,  Disclosure  About  Derivative  Financial  li\struments  and  Fair 
Value  of  Financial  Instruments,  was  released  for  comment  on  April  14, 
1994.  The  proposed  sfas  would  require  disclosure  of  the  following 
information  either  in  the  body  of  the  financial  statements  or  in  the 
accompanying  footnotes: 

the  amounts,  nature,  and  terms  of  each  class  of  derivatives  that  are  not 
subject  to  SFAS  No.  105  (because  they  do  not  result  in  off-balance-sheet 
risk  of  accounting  loss),  including  differentiation  between  instruments 
held  or  issued  for  purposes  of  trading  and  purposes  other  than  trading; 
the  average,  maximum,  and  minimum  aggregate  fair  values  during  the 
reporting  period  of  each  class  of  derivatives  held  or  issued  for  trading 
purposes,  with  differentiation  between  assets  and  liabilities; 
the  net  gains  or  losses  arising  &t)m  derivatives  trading  activities  during  the 
reporting  period  and  where  those  net  trading  gains  or  losses  are  reported 
in  the  income  statement; 

a  description  of  the  entity's  objective  for  each  class  of  derivatives  held  or 
issued  for  purposes  other  than  trading  and  how  these  instruments  are 
reported  in  the  financial  statements;  and 
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'   a  description  of  anticipated  transactions  for  which  the  risks  are  hedged 
with  derivatives,  including  the  expected  time  frame  for  the  transactions, 
the  amount  of  related  hedging  gains  and  losses  that  are  explicitly  deferred, 
and  the  transactions  or  other  events  that  result  in  recognition  of  the 
deferred  gains  and  losses  in  income. 

The  proposed  sfas  encourages  but  does  not  require  disclosure  of 
quantitative  information  about  interest  rate  or  other  market  risks  of 
derivatives  that  is  consistent  with  the  way  the  entity  manages  those  risks. 
It  also  encourages  disclosure  of  such  information  about  other  assets  and 
liabilities.  The  proposed  sfas  would  also  amend  sfas  No.  107  to  require 
that  fair  value  information  be  presented  without  combining,  aggregating, 
or  netting  the  fair  value  of  separate  financial  instruments  of  a  different 
class.  It  would  also  require  that  this  information  be  presented  in  one 
location,  with  the  related  carrying  amounts,  in  a  form  that  makes  it  clear 
whether  the  amounts  are  favorable  or  unfavorable. 

The  comment  deadline  for  the  proposed  sfas  is  July  1,  1994.  fasb  expects 
to  issue  the  final  sfas  by  the  end  of  1994.  The  proposed  sfas  would  be 
effective  for  financial  statements  issued  for  fiscal  years  ending  after 
December  15,  1994,  except  for  entities  with  less  than  $150  million  in  total 
assets.  For  those  entities,  the  effective  date  would  be  1  year  later. 

Although  the  proposed  sfas  is  an  improvement  over  existing  disclosure 
requirements  in  sfas  No.  105  and  sfas  No.  107,  we  believe  there  are 
additional  disclosures  that  would  provide  financial  statement  users  a  more 
complete  understanding  of  derivatives  activities.  For  instance,  the 
proposed  sfas  does  not  require  a  clear  distinction  between  dealing 
activities,  speculative  activities,  and  hedging  and  other  risk-management 
activities.  We  believe  this  type  of  distinction  is  necessary  for  a  clear 
understanding  of  the  nature  and  risks  of  entities'  derivatives  activities.  As 
mentioned  earlier,  the  proposed  sfas  encourages  but  does  not  require  that 
the  risks  of  interest  rate  and  other  market  changes  be  quantified  and 
disclosed.  We  believe  these  disclosures  should  be  required  because  of  the 
significant  risk  that  such  market  changes  pose  to  many  entities  and  to 
promote  consistency  in  reporting. 

We  recognize  that  these  additional  disclosures  will  be  difficult  to 
immediately  implement  because  of  the  basic  defiiutional  issue  we 
discussed  earlier  and  the  systems  limitations  of  some  entities.  Further 
study  and  resolution  of  these  and  other  disclosure  issues  are  needed  so 
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that  this  important  additional  information  about  derivatives  activities  can 
be  provided  in  financial  reports. 


The  disclosures  required  by  sfas  No.  105,  No.  107,  and  the  recently 
proposed  sfas,  while  not  fully  satisfactory,  are  important  steps  toward 
helping  users  of  financial  statements  better  understand  the  risks 
associated  with  financial  instruments  and  derivative  products  in  published 
financial  statements.  However,  disclosure,  no  matter  how  complete,  is  no 
substitute  for  consistent  and  comprehensive  accounting  rules  that  would 
require  such  risks  to  be  reflected  in  the  derivation  of  financial  statement 
numbers. 


FASB's  Financial 
Instruments  Project  Is 
Attempting  to  Address 
Gaps  in  Rules  on 
Accounting  for 
Derivatives 


FASB  has  undertaken  an  ambitious  and  comprehensive  project  on  the 
recognition  and  measurement  of  financial  instruments.  The  goal  of  this 
complex  project  is  to  develop  broad  accounting  rules  and  disclosure 
requirements  for  financial  instruments,  including  derivative  products.  One 
approach  that  fasb  is  considering  is  based  on  the  premise  that  all  fiiuincial 
instruments  are  basically  composed  of  a  few  fundamental  types  of 
financial  instruments.  Under  this  approach,  a  determination  of  how  to 
recogruze  and  measure  these  instruments  would  lead  to  consistent 
solutions  for  the  accounting  issues  raised  by  more  complex  instruments  as 
well  as  activities  that  establish  relationships  among  financial  instruments, 
such  as  hedging.  The  project's  scope  is  broad,  covering  important  topics 
such  as  consideration  of  mark-to-market  accounting;  hedging  and  other 
risk-adjusting  activities;  securitization  of  assets;  and  troubled  debt 
restructurings. 

In  January  1992,  fasb  began  deliberations  on  accounting  for  hedging.  In 
June  1993,  fasb  issued  a  report  on  its  deliberations,*  including  its  tentative 
conclusions.  These  conclusions  included  fasb's  agreement  that  deferral 
hedge  accounting  would  be  permitted  for  hedges  of  existing  assets  and 
liabilities  and  firm  commitments  if  hedging  instruments  and  hedged  items 
are  designated,  are  highly  inversely  correlated,  and  have  a  clear  economic 
relationship  that  reduces  enterprise  (or  business  urut)  risk  at  inception 
and  during  the  course  of  the  hedge,  fasb  was  unable  to  agree  on  whether 
to  permit  deferral  hedge  accounting  for  hedges  of  anticipated  trarisactions. 
A  m^uor  impediment  to  reaching  consensus  on  this  issue  was  that  deferral 
hedge  accounting  for  losses  and  gains  realized  on  hedges  of  anticipated 
transactions  does  not  correlate  with  the  established  definitions  of  assets 


'a  Report  on  Deliberations.  Including  Tentadve  Conclusions  on  Certain  IssuoRelated  to  Accounting 
tor  Hedging  and  Other  RiskA(<iU3ting  Activilies,  FASB  (Norwalk,  CT:  June  liW3). 
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and  liabilities  included  in  fasb's  conceptual  framework  for  financial 
accounting  and  repoitingJ 

FASB  also  tentatively  distinguished  hedging  from  other  risk-adjusting 
activities,  which  include  dynamic  portfolio  management  and  the  creation 
of  synthetic  instruments,'  such  as  interest  rate  swaps.  In  its  June  1993 
report,  pass  noted  that  it  had  trouble  dealing  with  these  three  categories  of 
activity  simultaneously  and  was  concerned  that  these  categories  were  not 
clearly  enough  distinguished  from  each  other.  In  addition,  fash  tentatively 
concluded  that  it  could  see  no  practical  way  to  apply  deferral  hedge 
accounting  on  a  pool  basis  to  a  dynamically  managed  portfolio;  however, 
FASB  was  soliciting  further  input  on  this  issue. 

In  December  1993,  fasb  decided  to  put  aside  all  of  its  previous  tentative 
conclusions  and  began  redeliberating  each  of  the  issues  it  had  previously 
considered.  As  of  April  1994,  fasb  was  exploring  two  alternative 
approaches  to  hedge  accounting.  The  first  approach  would  be  to  continue 
along  the  lines  of  the  conventional  hedge  accounting  model  fasb  had 
previously  discussed.  The  second  approach  would  be  to  more  fiilly 
develop  a  recent  proposal  that  would  classify  all  derivatives  as  either 
acquired  for  risk  management  or  trading.  All  derivatives  would  be  marked 
to  market  Changes  in  the  value  of  derivatives  acquired  for  trading 
purposes  would  be  recognized  in  eantings  as  they  occur.  Changes  in  the 
value  of  derivatives  acquired  for  risk  management  would  be  reflected  in 
equity  to  the  extent  that  certain  tests  are  met;  otherwise  these  changes 
would  be  recognized  in  earnings. 

As  of  April  1994,  fasb  was  also  planning  to  revisit  the  fundamental  issue  of 
defining  the  objective  of  hedge  accounting  and  the  types  of  transactions 
that  should  be  afforded  special  hedge  accounting  treatment 


^ese  definitions  are  Included  in  Statement  of  Financial  Accounting  Concepts  No.  6,  Elements  of 
Financial  Staiements,  December  1986.  Statement  of  Financial  Accounting  Concepts  No.  6  defines 
assets  as  probable  future  economic  benefits  obtained  or  controlled  by  a  particular  entity  as  a  result  of 
past  transactions  or  events.  Liabilities  are  defined  as  probable  future  sacrifices  of  ecoiiomic  benefits 
aiising  fiom  present  obligations  of  a  particular  entity  to  transfer  assets  or  provide  services  to  other 
entities  in  the  future  as  a  result  of  past  transactions  or  events. 

•Synthetic  instruments  are  created  by  linking  two  or  more  distinct  iiistruments  whose  collective 
chaiacteristics  resemble  those  of  a  prototype  instrument 
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Market  Value 
Accounting  Would 
Help  Resolve  Hedge 
Accounting  Issues 


FASB  has  discussed  market  value  accounting  as  a  means  to  resolve  many  of 
the  hedge  accounting  issues,  including  the  difficulty  in  differentiating 
between  speculative  and  risk-m£tnagement  derivatives  activities  and 
determining  which  of  these  qualify  for  deferral  hedge  accounting.  Market 
value  accounting  would  not,  however,  solve  the  issues  siurounding 
anticipatory  transactions  because  it  does  not  address  whether  these 
deferred  losses  and  gains  can  be  recorded  as  assets  and  liabilities  under 
fasb's  conceptual  framework.  However,  it  would  eliminate  much  of  the 
other  controversy  surrounding  hedge  accounting,  particularly  for  finamcial 
institutions. 

Current  accounting  rules  do  not  require  comprehei\sive  market  value 
accounting  for  financial  ii\struments.'  As  we  have  previously  stated  in 
comment  letters,  we  believe  that  fasb  should  consider  a  market  value 
accounting  model  for  fiiumcial  institutions.  In  commenting  on  recent  fasb 
pronouncements,  we  have  strongly  supported  market  value  concepts  for 
loan  loss  accounting,  debt  and  equity  securities,  and  related  liabilities. 
However,  fasb  did  not  adopt  such  concepts  in  these  pronouncements.  As  a 
result,  nondealer  financial  institutions  will  continue  to  carry  on  their 
balance  sheets  significant  amounts  of  assets  and  liabilities  at  historical 
cost 

The  most  prevalent  argument  for  continuing  use  of  the  historical  cost 
model  is  that  it  is  an  objective  accounting  measurement  that  can  be  easily 
determined.  However,  the  historical  cost  model  masks  the  realities  of 
today's  rapidly  changing  markets  and  fails  to  provide  investors,  depositors, 
regulators,  and  others  with  the  fiill  complement  of  information  they  need 
in  making  business,  economic,  and  regulatory  decisions. 

The  limited  disclosure  of  market  realities  through  footnotes  to  the 
financial  statements  stands  in  sharp  contrast  to  the  extensive  market 
information  used  to  manage  the  activities  of  most  large  and  sophisticated 
entities.  These  entities  are  typically  managed  through  constant 
monitoring — sometimes  on  a  daily  or  even  more  frequent  basis — of  the 
market  values  of  their  financial  instruments,  including  derivative  products. 
Business  decisions  about  how  to  operate  these  entities  are  generally  based 
on  a  market  value  accounting  model.  However,  public  financial  reports  of 
nondealers  are  generally  prepared  on  the  basis  of  the  historical  cost 
model 


•Securities  BmB  iiKl  otiw  (teriv«tives  d«d«ra  genermlly  use  martet  v»lue  iccounang  for  trading 
ictivitiei  Tlierefore.  any  change  to  broadly  adopt  market  value  accounting  would  have  little  effect  on 
accounting  for  these  activities  The  major  effect  of  market  value  accounting  would  be  on  those 
activities  that  are  cuneiuly  accounted  for  using  histoncal  cort. 
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This  disparity  clouds  financial  reports  and  can  mislead  users  of  such 
reports  as  to  managements'  activities.  Market  value  accounting,  on  the 
other  hand,  would  provide  financial  statement  users  with  the  bottom  line 
results  of  managements'  end-user  hedging  activities  and  would  eliminate 
the  potential  for  inappropriate  reporting  of  hedge  gains  and  losses. 

We  recognize  that  numerous  implementation  issues  would  have  to  be 
studied  and  resolved  before  the  adoption  of  a  comprehensive  market  value 
accounting  model  was  possible.  However,  the  financial  instruments 
project  that  has  been  under  way  for  more  than  5  years  has  been  unable  to 
satisfactorily  resolve  issues  involved  in  using  the  historical  cost  model  We 
believe  that  the  development  of  a  market  value  accounting  model  for  all 
financial  instruments,  including  derivatives,  may  well  be  a  valid  outcome 
of  the  financial  instruments  project  Such  an  accounting  model  would  not 
only  solve  many  of  the  accounting  issues  concerning  derivatives  but,  more 
importantly,  would  provide  a  new  level  of  transparency  in  financial 
reporting  of  hedging  activities. 
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The  interrelationships  among  ore  derivatives  dealers  and  markets 
worldwide  increase  the  likelihood  that  a  crisis  involving  derivatives  will  be 
global  A  crisis  beginning  abroad  can  affect  U.S.  institutions  and  markets. 
As  a  result,  unilaterally  strengthening  U.S.  regulation  may  not  be  sufficient 
to  protect  the  U.S.  financial  system.  Such  unilateral  action  also  may 
hamper  U.S.  product  innovation,  affect  U.S.  firms'  competitiveness,  and 
encourage  firms  to  move  their  activities  to  markets  with  less  regulation. 
Avoiding  these  potentially  adverse  consequences  of  unilaterally 
strengthening  derivatives  regulation  in  the  United  States  will  require  U.S. 
regulators  to  coordinate  with  regulators  internationally. 

Foreign  regulators  described  to  us  their  policies  and  procedures  for 
regulating  derivatives.  However,  we  did  not  verify  their  descriptions  or 
compare  their  practices  to  the  policies  and  procedures  that  they 
described.  As  a  result,  we  could  not  compare  the  quality  of  foreign 
regulation  to  U.S.  regulation.  We  learned  that  approaches  to  the  regulation 
of  derivatives  varied  across  the  countries  included  in  our  review.  The 
scope  of  the  financial  regulation  in  most  of  the  countries  we  reviewed 
covered  all  nuyor  ore  derivatives  dealers.  However,  requirements  for 
reporting,  cs^ital,  examinations,  and  disclosure  in  public  financial 
statements  were  not  always  complete.  To  date,  attempts  to  coordir\ate 
international  financial  regulation,  while  achieving  some  successes,  have 
usually  taken  coi\siderable  time  and  have  not  always  produced  agreement 


Unilateral  U.S. 
Regulatory  Action 
May  Not  Be  Sufficient 
and  Could  Have 
Adverse 
Consequences 


U.S.  regulatory  action  would  not  address  the  derivatives  activities  of  all 
m^jor  ore  dealers  worldwide.  According  to  our  analysis  of  publicly 
reported  information,  financial  institutions  with  the  largest  derivatives 
notional/contract  amounts  worldwide  included  firms  fi-om  1 1  countries,' 
with  firms  fi^m  France,  Switzerland,  the  United  Kingdom,  and  the  United 
States  having  the  highest  volumes.  These  firms  were  also  actively 
conducting  derivatives  activities  in  markets  outside  their  own  countries. 
For  example,  most  of  the  m^or  U.S.  derivatives  dealers  we  identified  had 
affiliates  conducting  derivatives  activities  in  other  countries,  including  at  • 
least  7  firms  that  had  affiliates  in  all  7  of  the  countries  we  included  in  our 
review.  Based  on  data  provided  by  the  14  U.S.  dealers  that  responded  to 
our  survey,  transactions  with  foreign  dealers  represented  an  average  of 
about  24  percent  of  the  U.S.  dealers'  combined  derivatives 
notional/contract  amounts. 


K>ur  analyss  uses  publicly  available  data  compiled  by  Swaps  Monitor  Publications,  Inc ,  which 
publishes  a  newsletter  that  txacks  the  derivatives  iiidustiy.  Other  financial  institutions  may  have  higher 
derivatives  notioiial/contract  amounts  but  are  not  included  because  of  the  lack  of  comprehensive 
disclosuie  requirements  in  many  countries  (as  disciissed  later  in  this  chapter)- 


GACWGGD-M-ISS  Finucial  Derinttrc* 


188 

'        A 


Chapter  7 

Ensuring  the  Safety  and  Soundness  of 
Derivatives  Activities  WUl  Require 
International  Cooperation 


Regulators  worldwide  have  recogiuzed  that  Improveroents  are  needed  in 
the  regulations  and  standards  that  apply  to  derivatives.  Given  the  global 
nature  of  derivatives  activities,  they  also  recognized  that  such 
improvements  will  require  extensive  international  regulatory  cooperation. 
According  to  the  bis  report,  the  regulatory  staffs  of  several  countries 
agreed  that  reducing  the  risk  of  an  international  systemic  disruption  would 
require  regulators,  market  participants,  and  others  to  act  jointly  to 
improve  derivatives  risk-management  and  accounting  and  disclosure 
practices.  The  report  also  suggested  that  the  central  banks  of  various 
countries  work  with  other  financial  authorities  to  ensure  that  financial 
institutions  are  adequately  capitalized  and  have  appropriate  systems  in 
place  for  managing  and  controlling  risks.  Federal  Reserve  officials  and 
others  noted  that  greater  harmonization  among  various  countries'  legal 
and  regulatory  systems,  such  as  those  governing  netting  arrangements, 
would  also  reduce  the  risks  faced  by  institutions  operating  internationally. 

U.S.  regulators  and  market  participants  were  concerned  that  U.S. 
derivatives  regulation  could  become  onerous  compared  to  that  of  other 
countries.  They  feared  that  such  U.S.  regulation  could  adversely  affect  the 
ability  of  U.S.  markets  and  firms  to  produce  innovative  products  and 
strategies  as  well  as  compete  against  financial  institutions  in  other 
coimtries.  A  Federal  Reserve  Board  Governor  said  that  regulators  must  be 
aware  of  the  potential  effects  of  regulation  on  competition,  efficiency,  and 
iiuiovation  in  derivatives  markets.  During  a  congressional  hearing  on 
derivatives,  an  official  of  a  large  U.S.  derivatives  dealer  testified  that 
intense  competition  forces  firms  to  continually  improve  the  way  they 
manage  their  derivatives  activities.  He  said  that  market  participants  would 
oppose  any  regulatory  change  that  reduced  this  competitive  enviroiunent 

Coordinating  and  harmonizing  approaches  to  derivatives  regulation  also 
would  reduce  opportunities  for  market  participants  to  shift  their  activities 
to  jurisdictions  with  less  regulation.  While  the  safe  and  sound  markets  that 
can  result  fi-om  effective  regulation  may  attract  participants,  regulators 
and  market  participants  in  the  United  States  and  other  countries  told  us 
that  firms  often  decide  on  the  country  in  which  to  conduct  their 
derivatives  activities  on  the  basis  of  various  factors,  including  differences 
in  regulatory  requirements,  accounting  practices,  or  tax  treatment  A 
manager  for  a  U.S.  securities  firm  in  Japan  cautioned  that  excessive 
regulation  of  derivatives  in  one  country  would  cause  trading  to  move 
outside  that  country,  leaving  its  financial  institutions  at  a  competitive 
disadvantage.  Regulatory  officials  and  market  participants  noted  that 
volumes  of  equity  derivatives  decreased  on  Jj^anese  exchanges  and 
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increased  on  exchanges  in  Singsqwre  and  the  United  States  after  Japanese 
regulatory  changes  made  trading  these  products  more  costly. 


Foreign  Regulatory 
Approaches  Varied 


Regulators  in  the  seven  foreign  countries  included  in  our  review^  have 
implemented  a  variety  of  approaches  addressing  derivatives  risks,  but  the 
activities  of  the  m^or  ore  derivatives  dealers  were  all  subject  to 
regulation.  Regulatory  reporting  requirements  in  these  countries 
addressed  derivatives  notional  volume  and  some  measures  of  risk,  but  the 
type  of  information  reported  varied.  The  capital  requirements  for  baiU<s  in 
these  countries  are  generally  similar,  but  some  regulators  have  placed 
additional  requirements  on  banks  conducting  derivatives  activities.  Four 
countries  have  separate  capital  requirements  for  securities  firms,  but  these 
requirements  varied.  Regulators  examine  or  oversee  private  sector 
examinations  of  the  financial  institutions  using  derivatives  in  these  seven 
countries.  Finally,  requirements  to  disclose  derivatives  activities  in  public 
financial  statements  also  varied,  but  most  countries  required  only  limited 
disclosure. 


The  Activities  of  Major 
OTC  Dealers  Are 
Regulated 


In  contrast  to  the  gaps  in  U.S.  regulation,  mjyor  ore  derivatives  dealers 
were  subject  to  regulation  by  at  least  one  regulatory  body  in  all  seven  of 
the  countries  we  reviewed.  In  France,  Germany,  Japan,  Singapore,  and  the 
United  Kingdom,  all  derivatives  dealers  were  overseen  by  either  the 
countries'  national  baiUdng  or  securities  regulatory  bodies  or  both. 
However,  regulators  in  two  countries — Australia  and 
Switzerland — acknowledged  that  derivatives  activities  by  some  financial 
institutions  were  not  subject  to  direct  regulation  in  their  countries.  They 
said  that  the  activities  of  these  institutions  were  not  significant  enough  to 
concern  them. 


Regulators  Collected 
Different  Information  to 
Assess  the  Extent  and  Risk 
of  Derivatives  Activities 


All  regulators  obtained  some  information  about  derivatives  on  a  monthly 
or  quarterly  basis  to  assess  the  volume  and  risks  of  derivatives  activities, 
but  some  regulators  collected  more  detailed  information  than  others.  As 
shawn  in  table  7.1,  regulators  in  three  of  the  seven  countries  collected 
separate  notional/contract  totals  primarily  for  forwards,  futures,  options, 
and  swaps.  These  totals  were  subdivided  in  various  ways — for  example,  by 
type  of  underlying  (including  foreign  currencies,  interest  rate  contracts, 
and  equities),  by  type  of  market  (exchange-traded  or  ore),  by  purpose 


^The  countries  we  reviewed  were  Australia,  Prance,  Germany,  Japan,  Singapore.  Switzerland,  and  the 
United  Kingdom. 


Page  109 


GAO/GGD-M-133  Financial  Dertvatlvca 


190 


Cliapter? 

Ensuring  the  Safety  and  Soondneaa  of 
DertvaUva  Activities  WUl  Beqnlre 
International  Cooperation 


(hedging  or  speculation),  by  maturity,  or  by  type  of  counterparty. 
Regulators  in  the  other  four  countries  did  not  collect  such  information  for 
all  derivatives  or  obtained  it  only  in  combination  with  other  products.  In 
addition  to  notional/contract  totals,  regulators  in  six  countries  obtained 
other  information  to  assess  the  extent  of  market  or  credit  risk  associated 
with  derivatives.  Such  information  included  derivatives'  market  values, 
credit  equivalent  amounts,'  risk  ratios,  or  c^^ital  held  to  cover  market  or 
credit  risk. 


^Credit  equivalent  amounts  are  based  on  the  Basle  Accord's  current  exposure  method,  which  specifies 
that  a  contract's  credit  equivalent  amount  is  the  contract's  replacement  cost  or  market  value  plus  an 
additional  amount,  called  an  add.on,  to  reflect  potential  future  credit  risk. 
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Table  7.1:  Regulatory  Reporting  Requirements  for  Major  OTC  Derivatives  Dealers  in  Selected  Countries 

Requirements  (or  reporting  notional/contract  Requirements  for  reporting  amounts  for  credit 

Country  amounts  or  market  risk 


Australia 


Banks  report  quarterly  on  forwards,  futures,  options, 
and  swaps  for  foreign  currencies,  interest  rates, 
gold,  equities,  and  otfier  contracts.  Banks  also  make 
weekly  reports  on  foreign  currency  derivatives. 
Securities  firms  do  not  report  any  derivatives 
positions. 


Banks  report  quarterly  on  tfie  credit  equivalent 
amount  of  outstanding  transactions. 


France' 


Banks  report  quarterly  on  derivatives,  grouped  as 
interest  rate  or  currency,  excfiange-traded  or  OTC. 
and  fledging  or  proprietary  positions- 


Banks  report  quarterly  on  unfiedged  positions. 


Gemiany* 


Banks  report  monthly  on  fonwards,  futures,  options, 
and  swaps  related  to  foreign  currencies,  interest 
rates,  equities,  and  ottier  contracts.  Ttie  information 
is  subdivided  by  ma|or  types  of  excfiange-traded 
and  OTC  contracts,  by  maturity,  and  by  type  of 
counterparty 


Banks  report  monttily  on  the  delta  value  of 
options."  the  credit  equivalent  amount  of  other 
reported  contracts,  and  three  ratios  that  reflect 
the  extent  of  foreign  exchange  risk,  interest  rate 
risk,  and  other  market  risks. 


Japan 


Banks  and  securities  firms  report  monthly  on 
exchange-traded  derivatives.' 


Banks  and  securities  firms  report  monthly  on  the 
market  value  of  exchange-traded  derivatives. 


Singapore 


Banks  and  securities  firms  report  monthly  a 
combined  total  for  exchange-traded  and  OTC 
derivatives. 


Banks  report  monthly  on  the  market  value  of  their 
unhedged  foreign  exchange  positions  for  capital 
purposes. 


Switzerland* 


Banks  report  monthly  on  foreign  currency  derivatives 
and  annually  on  foreign  currencies,  forwards,  and 
OTC  interest  rate  contracts. 


An  annual  audit  report  to  regulators  comments 
about  risks  undertaken  and  how  they  are 
managed. 


United  Kingdom  Banks  report  monthly  on  activities  related  to  foreign 

currencies  and  quarterly  on  fonwards.  OTC  options, 
and  swaps  related  to  interest  rates,  foreign 
currencies,  precious  metals,  equities,  and  other 
contracts.  Depending  on  the  overall  nature  of  their 
business,  some  banks  provide  more  detailed 
information,  biweekly  or  monthly,  about  derivatives. 
Securities  firms  report  monthly  on  the  market  value 
of  futures,  options,  and  swaps,  and  submit  quarterly 
reports  that  provide  more  detail  about  specific  types 
of  derivatives. 


Banks  report  quarterly  on  the  credit  equwalent 
amount  of  their  contracts.  Depending  on  the 
overall  nature  of  their  business,  some  banks 
provide  more  detailed  analyses  of  their  market 
and  credit  risks.  Securities  firms  report  monthly 
and  quarterly  on  the  amount  of  capital  held  to 
cover  market  and  credit  risks  with  quarterly 
reports  providing  more  detail  on  specific  types  of 
derivatives. 


■No  separate  reporting  requirements  apply  to  securities  firms  because  only  firms  licensed  as 
banks  can  conduct  securities  activities 

"TlTe  delta  value  of  an  option  measures  the  sensitivity  of  ttie  option's  pnce  to  changes  in  the  price 
of  the  underlying  contract. 

'This  reporting  is  by  numbers  of  contracts 

Sources  Compiled  from  information  supplied  by  the  Australian  Securities  Commission,  ttie 
Reserve  Bank  of  Australia,  the  Commission  Bancaire  (France),  the  Deutsche  Bundesbank 
(Germany),  the  Federal  Banking  Supervisory  Office  (Germany),  the  Bank  of  Japan,  the  Ministry  of 
Finarrce  (Japan),  the  f^onetary  Authority  of  Singapore,  tiie  Federal  Banking  Commission 
(Switzerland),  the  Swiss  National  Bank,  the  Bank  ol  England  (United  Kingdom),  and  The 
Securities  arxl  Futures  Authority  Ltd  (United  Kingdom). 
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Most  Financial  Institutions 
Were  Subject  to  Capital 
Requirements 


Cs^ital  requirements  applied  to  most  financial  institutions  using 
derivatives  in  the  countries  we  reviewed.  However,  some  of  these 
requirements  covered  more  of  the  risks  associated  with  derivatives  than 
others.  Four  of  the  seven  countries— Australia,  Japan,  Singapore,  Jind  the 
United  Kingdom — had  different  capital  requirements  for  banks  and 
securities  firms.  In  contrast,  France,  Germany,  and  Switzerland,  where 
financial  institutions  conducting  securities  activities  must  also  be  licensed 
as  banks,  required  all  institutions  to  meet  bank  capital  requirements. 

Bank  capital  requirements  met  the  standards  set  by  the  Basle  Accord  in  all 
seven  countries  we  reviewed,  but  some  countries  had  additional  capital 
requirements.  As  recommended  by  the  Basle  Accord,''  the  seven  countries 
all  had  bank  coital  requirements  that  required  specific  amounts  of  capital 
to  cushion  against  potential  losses  arising  fi-om  credit  risk,  including 
losses  from  derivatives.  To  address  market  risk,  the  Monetary  Authority  of 
Singapore  required  domestic  banks  to  hold  capital  equal  to  12  percent  of 
their  net  positions  in  foreign  exchange  activities,^  rather  than  the  8  percent 
recommended  by  the  Basle  Accord.  Several  bank  regulators  limited  the 
accumulation  of  certain  risks  relative  to  capital  and  required  banks  to 
report  on  such  risks.  Most  common  were  limits  on  foreign  exchange 
market  risk  and  large  credit  exposures  to  any  one  counterparty.  German 
regulations  also  limited  the  accumulation  of  interest  rate  risk  and  other 
market  risks. 

Four  countries — Australia,  Japan,  Singapore,  and  the  United 
Kingdom — had  separate  capital  regulations  that  applied  to  securities  firms, 
although  the  treatment  of  derivatives  under  these  requirements  varied. 
Similar  to  firms  operating  in  the  United  States,  securities  firms  in  these 
four  countries  generally  were  required  to  meet  minimum  levels  of  net 
worth  (assets  minus  liabilities)  after  making  certain  adjustments  to  this 
net  worth — or  capital — amount  TTiese  adjustments  usually  involved 
reducing  the  values  of  a  firm's  assets,  including  derivatives,  by  certain 
amounts  so  those  that  are  less  liquid  or  that  have  greater  risk  faced 
corre^>ondingly  larger  reductions. 

In  Japan,  securities  firms'  capital  standards  accounted  for  both  the  credit 
and  market  risks  of  derivatives  activities  by  requiring  firms  to  reduce  the 


The  capital  requirements  recommended  in  the  Basle  Accord  are  discussed  in  detail  in  chapter  4.  At  a 
minimum,  the  requirement3  apply  to  intemationaily  active  banks.  Regulators  may  also  apply  them  to 
domestic  banks  at  their  own  discretioa 

'AU  of  this  capital  must  be  core  capital  (tier  1),  which  includes  paid^qi  share  capitaVcommon  stock 
aiid  disclosed  reserves^etained  earnings. 


Pace  112 


GAO/6CD-94-1S3  Financial  DerlvaUves 


193 


Chapter  7 

Ensuring  the  Safety  and  Soundness  of 
Derivatives  Activities  Will  Require 
Inte^nationaJ  Cooperation 


value  of  their  derivatives  positioits  by  certain  amounts  according  to  both 
the  creditworthiness  of  the  counterparty  and  the  type  of  asset  underlying 
the  contract.  Securities  regulators  in  the  United  Kingdom  also  tested  a 
firm's  overall  credit  and  market  risk  in  setting  capital  requirements.  Firms 
were  required  to  reserve  a  certain  amount  of  capital  to  cover  each  of  these 
risks.  U.K.  regxilators  recognized  that  derivatives  can  be  used  to  hedge 
market  risk  and  permitted  firms  to  hold  less  capital  for  hedged  positions. 
Securities  firms  in  Singapore  made  some  reductions  to  the  value  of 
derivatives,  but  these  reductions  did  not  account  for  market  risk.  In 
Australia,  net  derivatives  positions  were  included  in  securities  and  futures 
firms'  assets  but  were  not  reduced  to  account  for  their  various  risks. 
Securities  and  futures  regulators  in  Australia  noted  in  March  1994  that 
they  were  reviewing  these  standards,  which  may  result  in  changes  to 
better  address  the  risks  derivatives  pose. 

The  efforts  of  various  international  organizations  will  likely  result  in 
changes  to  the  capital  requirements  in  the  seven  countries  we  reviewed. 
For  example,  certain  changes  to  capital  requirements  will  be  implemented 
in  the  EC  in  1996,  while  other  changes  are  being  negotiated  that  would 
apply  internationally. 


Examinations  and 
Regulatory  Guidance 
Addressed  Internal 
Controls  and  Risk 
Management 


Regulators  in  the  countries  included  in  our  review  told  us  that  financial 
institutions  were  examined  to  assess,  among  other  things,  the  internal 
controls  and  risk-management  procedures  for  all  activities,  including 
derivatives.  It  is  more  common  outside  the  United  States  for  regulators  to 
delegate  examination  authority  to  external  auditors,  although  regulators  in 
some  countries  conducted  their  own  examinations.  Most  regulators  told 
us  that  regardless  of  the  approach  used,  the  extent  to  which  derivatives 
are  being  addressed  in  examinations  is  generally  increasing. 

Bank  exanunations  in  Australia,  Germany,  Switzerland,  and  the  United 
Kingdom  were  done  primarily  by  external  audit  firms  using  guidelines 
established  by  the  regulators.  In  these  countries,  the  auditors  provided 
regulators  with  detailed  audit  reports  and  discussed  any  problems 
identified  with  the  regulators.  However,  these  countries'  bank  regulators 
said  that  they  planned  to  be  more  involved  in  examinations  in  the  fucore. 
For  example,  bank  regulators  in  Australia  said  they  will  begin  visiting 
banks  periodically  to  increase  their  understanding  of  banks' 
risk-management  systems.  The  Bank  of  England  was  establishing  a 
regulatory  group  responsible  for  examining  banks'  risk-assessment 
models,  similar  to  current  practices  of  U.K  securities  firm  regulators. 
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Although  external  auditors  review  German  banks'  operations,  staff  from 
Germany's  Bundesbank  (the  central  bank)  inspected  banks'  foreign 
exchange  activity,  including  derivatives,  but  these  inspections  were  not 
done  annually. 

In  contrast  to  these  approaches,  regulators  in  France,  Japan,  and 
Singapore  and  securities  firm  regulators  in  Australia  and  the  United 
Kingdom  did  their  own  examinations  of  the  financial  institutions  they 
regulate.  Australian  securities  regulators,  however,  were  not  authorized  to 
examine  certain  ore  derivatives.  In  the  United  Kingdom,  where  many  U.K, 
U.S.,  and  other  foreign  banks  and  securities  firms  trade  derivatives,  a 
special  team  of  U.K  securities  regulators  was  responsible  for  approving, 
testing,  and  monitoring  models  that  were  used  to  estimate  derivatives  risk 
and  for  generally  assessing  the  quality  of  risk  management  among 
securities  firms. 

Regulators  in  four  of  the  countries  we  reviewed  had  also  issued  guidance 
concerning  risk  management  for  the  financial  institutions  they  supervised. 
In  1987  guidance,  the  Bank  of  England  stated  that  banks'  records  and 
internal  controls  should  identify  risk  exposure  limits,  particularly  those 
related  to  derivatives,  monitor  compliance  with  such  limits,  properly  value 
positions,  and  ensure  that  management  was  adequately  informed.  In  1990, 
France's  Banking  Commission  issued  a  rule  addressing  the  interest  rate 
risk  of  financial  institutions  that  actively  trade  securities  and  derivatives. 
Under  this  rule,  these  institutions  must  have  management  systems  to 
immediately  record  all  transactions,  track  positions  globally  and  by 
product  type,  and  monitor  compUance  with  limits  on  risk  exposure. 
Switzerland's  Federal  BaiJdng  Commission  and  the  Monetary  Authority  of 
Singapore  issued  guidance  in  1991  and  1992,  respectively,  for  financial 
institutions  using  derivatives.  The  guidance  issued  by  both  of  these 
regulators  stated  that  institutions  were  expected  to  have  clearly  defined 
business  procedures  and  effective  internal  control  systems.  Singapore's 
guidance  also  emphasized  the  need  for  appropriate  accounting  procedures 
and  informed  senior  management.  Finally,  according  to  a  Bundesbank 
official,  German  regulations  that  govern  the  conduct  of  foreign  exchange 
activity  will  likely  be  expanded  to  cover  all  trading  activities,  including 
derivatives. 


Derivatives  Disclosure  in 
Some  Public  Financial 
Statements  Was  Limited 


The  extent  of  derivatives  disclosure  in  foreign  pubUc  financial  statements 
was  specified  by  regulators  or  accoimting  bodies  in  all  but  one  of  the 
countries  we  reviewed.  While  the  extent  of  disclosure  was  greater  in  some 
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countries,  regulators  and  financial  institution  officials  from  several 
countries  said  that  existing  requirements  generally  did  not  allow 
regulators  and  market  participants  to  accurately  assess  an  institution's 
financial  condition.  However,  regulators  in  some  countries  indicated  that 
because  their  current  disclosure  requirements  were  being  modified,  the 
amount  of  information  disclosed  about  derivatives  might  increase. 

Our  review  of  the  public  finsiicial  statements  of  28  foreign  banks  and 
securities  firms  from  the  7  countries  we  visited  showed  that  derivatives 
disclosure  ranged  from  none  to  disclosure  similar  to  that  required  of  U.S. 
institutions.  Australian  disclosure  standards  did  not  address  derivatives  at 
all.  In  Japan,  Singapore,  and  Switzerland,  banks  and  securities  firms  were 
only  required  to  disclose  certain  aspects  of  their  derivatives  activities, 
while  German  banks  were  required  to  disclose,  in  notes  to  the  financial 
statements,  the  types  of  derivatives  held  and  how  they  were  used.*  Other 
countries'  disclosure  requirements  for  derivatives  were  more 
comprehensive.  In  the  United  Kingdom,  for  example,  accounting  and 
disclosure  standards  were  set  by  the  U.K.  Accounting  Standards  Board 
and  supplemented  by  regulatory  requirements  and  industry 
recommendations.  Accordingly,  banks  were  required  to  disclose  the  types 
and  purposes  of  their  derivatives  transactions,  but  also  were  urged  to 
disclose  derivatives'  replacement  cost,  credit  risk-weighted  amount  (based 
on  the  Basle  Accord),  underlying  principal  amount,  and  accounting 
poUcies  related  to  derivatives.  French  regulations  required  financial 
institutions  to  make  similar  disclosures  related  to  derivatives.  Although 
disclosure  requirements  were  not  always  extensive,  financial  institution 
officials  in  several  countries  told  us  they  voluntarily  disclosed  more 
derivatives  information  in  their  financial  statements  than  was  required 
because  such  disclosure  provided  more  information  to  investors  and 
market  participants. 

Accounting  rules  and  disclosure  requirements  for  derivatives  were 
changing  in  some  of  the  seven  countries.  The  rules  and  recommended 
procedures  for  banks  in  the  United  Kingdom  were  written  in  1991  to  take 
effect  for  accounting  periods  starting  in  December  1992.  Accounting  rules 
and  disclosure  standards  in  Australia  and  Switzerland  were  also  being 
revised  to  improve  derivatives  coverage. 


*Finaiiciai  institutions  in  Japan  were  only  required  to  disclose  exchange.traded  derivative  products.  In 
Singapore,  institutions  must  disclose  any  material  losses  arising  from  derivatives-  Swiss  financial 
institutions  were  orjy  required  to  disclose  fixed  forward  transactions  based  on  securities  and  precious 
metals 
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International 
Coordination  Efforts 
Have  Achieved  Only 
Mixed  Success 


As  of  April  1994,  several  international  regulatory  and  industry 
organizations  were  mstking  efforts  to  coordinate  and  harmonize  regulatory 
or  market  practices  for  financial  institutions,  and  some  of  these  efforts 
have  achieved  success.  However,  these  efforts  usually  required 
considerable  time,  some  were  not  complete,  and  others  failed  to  produce 
international  agreement 


Among  the  most  important  of  the  efforts  were  the  projects  to  develop 
minimum  capital  requirements  for  banks  and  securities  firms  by  the  Basle 
Committee  on  Banking  Supervision,  losco,  and  the  EC.  The  Basle 
Committee  established  international  capital  requirements  in  1988  for  the 
credit  risk  of  banks'  activities,  including  derivatives,  and  has  proposed 
requirements  for  market  risk,  losco's  efforts  to  develop  international 
capital  requirements  for  securities  firms  have  been  less  successful,  which 
in  turn  has  delayed  efforts  by  the  Basle  Conunittee  and  losco  to  develop 
common  international  capital  requirements  for  banks  and  securities  firms. 
The  EC  has  written  capital  rules  to  address  credit  and  market  risks  for  EC 
banks  and  securities  firms.  Such  rules  are  to  be  fully  operational  in  1996. 
As  of  April  1994,  oiUy  bank  regulators  were  attempting  to  develop 
international  models  for  reporting  requirements.  Industry  groups  have 
made  strides  in  reducing  the  operational  and  legal  risks  of  derivatives  by 
harmonizing  international  practices  for  transaction  documentation. 
However,  uncertainties  remained  in  other  legal  areas,  including  the 
enforceability  of  netting  agreements  in  different  countries.  Finally,  an 
international  effort  led  by  various  countries'  bodies  for  setting  accounting 
standards  was  attempting  to  improve  the  way  financial  institutions 
account  for  and  disclose  their  derivatives  activities,  but  the  results  of  this 
effort  were  not  expected  until  the  end  of  1994  or  later. 


Bank  Regulators 
Successfully  Created 
International  Capital 
Standards  for  Credit  Risk, 
but  Market  Risk 
Requirements  Are  Not  Yet 
Final 


International  efforts  to  produce  capital  standards  for  banks  have  made 
progress,  although  these  efforts  had  required  considerable  time  and  were 
incomplete  as  of  April  1994.  After  regulators  fi-om  the  United  States  and 
the  United  Kingdom  prepared  a  bilateral  accord  on  bank  capital  in 
January  1987,  regulatory  representatives  from  the  12  countries  that  form 
the  Basle  Committee  on  Banking  Supervision  issued  risk-based  capital 
standards  for  international  banks  in  July  1988.  These  Basle  Accord 
standards  were  primarily  designed  to  ensure  that  interriationally  active 
banks  have  adequate  capital  to  protect  against  credit  risk,  including  the 
exposures  created  by  derivatives.  Although  these  standards  were  finalized 
in  1988,  banks  were  not  required  to  fiilly  comply  until  December  1992.  The 
accord  also  recognized  the  use  of  netting  by  novation  for  capital  adequacy 
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purposes.'  When  these  capital  standards  were  issued,  the  Basle  Committee 
indicated  that  it  intended  to  expand  the  accord  to  consider  the  additional 
market  risks  that  banks  incur,  such  as  interest  rate  risk  and  foreign 
exchange  risk. 

In  January  1991,  the  Basle  Committee  issued  guidance  on  controlling  large 
credit  exposures,  noting  that  efforts  to  define  acceptable  levels  of  credit 
concentration  in  relation  to  capital  as  defined  by  the  Basle  Accord  were 
appropriate.  Whereas  the  Basle  Accord  measures  credit  risk  on  a  portfoUo 
basis,  the  committee  said  a  different  approach  was  needed  to  measure 
credit  exposure  to  a  single  counterparty.  It  recommended  that  regulators 
measure  the  full  extent  of  such  exposure  by  including  actual  and  potential 
claims  against  a  counterparty.  It  also  suggested  limiting  single 
counterparty  exposures  to  25  percent  of  total  capital  and  requiring  banks 
to  report  such  exposures  before  they  reach  that  level,  for  example  at  no 
more  than  10  percent  of  capital.  It  further  advised  regulators  to  be  aware 
of  other  types  of  credit  concentrations,  such  as  those  with  particular 
geographic  and  econonuc  sectors  or  with  different  affiliates  of  the  same 
institution. 

In  April  1993,  the  Basle  Committee  proposed  several  changes  to  the  Basle 
Accord.  To  address  Uie  market  risk  of  certain  bank  activities,  the 
committee  proposed  that  capital  charges  be  applied  to  banks'  trading 
positions  in  equities  and  debt  securities,  and  in  foreign  exchange, 
including  derivatives.*  The  committee  also  proposed  recognizing 
additional  types  of  netting  arrangements  that  would  affect  the  amount  of 
capital  needed  to  cover  credit  risk.  The  proposals  were  expected  to  be 
modified  on  the  basis  of  comments  received  fi-om  regulators  and  market 
participants,  amd  as  indicated  in  chapter  4,  some  commentors  in  the 
United  States  have  criticized  the  approach  advocated  in  these  proposals. 
As  of  April  1994,  no  firm  date  existed  as  to  when  any  revised  proposal 
would  be  finalized. 

The  effect  of  the  Basle  Committee's  proposals  on  the  level  of  capital  held 
by  banks  active  in  derivatives  is  difficult  to  predict.  The  Chairman  of  the 
Basle  Committee  said  he  would  not  expect  the  market  risk  proposal  to 
increase  capital  requirements  by  more  than  1  percent,  except  in 
extraordinary  circumstances.  However,  because  derivatives  can  also  be 


'Netting  by  novaUon  iwiuiras  that  a  separate  contract  be  established  to  combine  the  obligaUons  of 
multiple  contracts  with  a  single  counterparty  that  are  denominated  in  the  same  currency  and  are  due 
on  the  same  date. 

This  proposal  would  not  apply  to  derivaUves  used  to  hedge  nontrading  positions 
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used  to  decrease  risk,  the  committee  noted  that  banks  with  well-hedged 
positions  could  actually  have  lower  capital  requirements.  Moreover,  the 
committee  expected  that  broader  recognition  of  netting  for  capital 
purposes  would  reduce  the  amount  of  capital  held  against  banks'  credit 
risk.  To  take  advantage  of  the  new  rules  on  netting,  banks  would  be 
required  to  have  a  netting  agreement*  with  the  respective  counterparty  and 
would  have  to  provide  a  legal  opinion  that  such  netting  is  enforceable  in 
both  counterparties'  jurisdictions.  A  broader  recognition  of  netting  could 
be  particularly  beneficial  to  banks  actively  dealing  in  derivatives  when 
they  typically  have  a  large  number  of  offsetting  contracts  with  other 
financial  institutions. 


Negotiations  to  Establish 
International  Capital 
Standards  for  Securities 
Firms  Have  Been 
Unsuccessful 


International  efforts  to  develop  minimum  capital  standards  for  securities 
firms  have  been  under  way  since  1987;  however,  as  of  April  1994, 
regulators  had  not  yet  agreed  on  certain  aspects  of  these  standards.  The 
IOSCO  working  group,  formed  to  study  issues  related  to  the  capital 
adequacy  of  international  securities  firms,  recommended  in  1989  that 
capital  standards  cover  credit  and  market  risks  and  recognize  the 
risk-reduction  potential  of  hedging  techniques.'"  Since  then,  [osco 
members  have  had  a  common  understanding  about  how  to  measure  credit 
and  market  risks,  but  they  have  not  agreed  on  what  level  of  capital 
provides  adequate  protection  against  the  market  risk  of  securities.  losco 
has  not  held  detailed  discussions  about  capital  requirements  for 
derivatives. 


The  lack  of  agreement  among  the  various  securities  regulators  has  also 
prevented  the  harmonization  of  international  capital  standards  for  both 
banks  and  securities  firms.  The  Basle  Comnuttee  and  losco  have  jointly 
discussed  the  development  of  such  standards.  Some  losco  members  also 
consulted  with  the  Basle  Committee  as  it  prepared  its  proposal  to  expand 
bank  capital  requirements  to  address  market  risk.  However,  the  two 
groups  were  unable  to  issue  the  proposal  jointly  because  of  a  lack  of 
agreement  among  losco  members  on  capital  standards  for  international 
securities  firms. 


*In  the  event  of  a  counterpaity's  failure  to  perfonn  due  to  default,  bankruptcy,  or  liquidation,  such  a 
netting  agreement  would  create  a  single  legal  obligation  between  the  paities  to  exchange  only  the  net 
value  of  the  Slim  of  the  lijvealized  gains  and  losses  on  all  tiansactions  included  under  the  terms  of  the 
agreement 

'"See  Securities  Markets:  Challenges  to  Haimonizing  International  Capital  Standards  Remain 
{GAO/GGD-9241,  Mar  10,  1992) 
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The  EC  Plans  to 
Implement  New  Capital 
Rules  in  1996 


Concurrent  with  the  Basle  Committee  and  losco  efforts,  EC  members  have 
been  negotiating  to  establish  EC-wide  regulations  governing  banks  and 
securities  firms.  Since  1989,  EC  banks  have  complied  with  the  Solvency 
Ratio  Directive,  which  is  based  on  the  Basle  Accord  and  sets  capital 
requirements  to  cover  credit  risk.  Beginning  in  1996,  the  Coital  Adequacy 
Directive  is  expected  to  be  in  force,  which  would  set  coital  requirements 
for  the  market  risk  of  certain  activities  and  specific  counterparty  risk. 
These  directives  will  apply  to  banks  and  securities  firms  operating  in  the 
EC  and  the  European  Economic  Area" 

In  purpose  and  structure,  the  Capital  Adequacy  Directive  resembles  the 
Basle  Committee's  proposal  on  capital  standards  for  market  risk. 
However,  in  certain  areas,  the  directive  establishes  different  capital 
requirements  than  those  proposed  by  the  Basle  Committee.  The  directive 
acknowledges  that  its  provisions  will  be  revisited  on  the  basis  of  the 
experience  acquired  in  applying  it,  development  of  international 
standards,  and  market  innovation. 


Efforts  to  Improve 
Regulatory  Reporting 
Requirements  Are  Limited 


International  orgaiuzations  have  not  traditionally  focused  on  developing 
regulatory  reporting  requirements  but  instead  have  relied  on  national 
supervisors  to  detemune  the  land  of  information  tlwy  need  from  the 
financial  institutions  they  regulate.  However,  several  prominent  reports 
that  addressed  derivatives  issues  have  recommended  that  better 
information  be  made  available  to  regulators  about  these  activities.'^  As  a 
first  step  in  this  effort,  the  Basle  Committee  has  proposed  developing  a 
common  firamework  to  measure  and  report  banks'  interest  rate  risk. 


The  Basle  Committee's  proposal  did  not  recommend  a  specific 
methodology  for  measuring  and  reporting  the  interest  rate  risk  of  banks 
but  its  objective  is  to  help  bank  regulators  identify  institutions  that  have 
substantial  interest  rate  risk.  The  proposal  recommended  that  regulators 
measure  the  degree  of  interest  rate  risk  associated  with  all  of  a  bank's 
activities,  including  derivatives.  By  providing  a  common  reporting 
framework  for  interest  rate  risk,  regulators  could  collect  consistent 

"The  European  Economic  Area  consists  of  EC  member  stales  and  five  non-EC  counljies;  Austria, 
Finland,  Iceland,  Norway,  and  Sweden.  As  of  January  1.  1994,  these  five  countries  agreed  to  adopt  EC 
regulatjoiis  governing  the  financial  services  industries. 

'^These  reports  include  Recent  Developments  in  International  Interbank  Relations.  Report  Prepared  by 
a  Working  Group  of  the  Central  Banks  of  the  Group  of  Ten  Countries  BIS  {Basle,  Switzerland  Oct 
1992);  Denvatives  Report  of  an  Internal  Working  Group,  Bank  of  England  (London:  Apr  1993);  An 
Integrated  Bank  Regulatory  Approach  to  Denvatives  Activities,  The  Institute  of  International  Finance, 
Inc.  (Washington,  DC:  May  1993),  OTC  Derivative  Markets  and  Their  RegulaUon,  CFTC  (Washington, 
DC:  Oct  1993) 
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information  and  have  additional  data  to  further  consider  how  such  risk 
should  be  measured.  Neither  losco  nor  the  EC  has  issued  guidance  about 
regulatory  reporting,  although  the  EC  expected  member  state  regulators  to 
collect  sufficient  information  from  banks  and  securities  firms  to  ensure 
compliance  with  the  new  capital  rules. 


Other  International  Efforts 
Have  Been  Undertaken  to 
Cooperate  on  Derivatives 
Regulation 


Some  regulators  have  established  other  efforts  to  coordinate  and 
harmonize  their  approaches  to  derivatives  regulation.  On  March  15,  1994, 
SEC,  CFTC,  and  the  U.K.  Securities  and  Investments  Board  announced  plans 
to  work  together  to  improve  each  organization's  approach  to  regulating 
OTC  derivatives.  The  groups  agreed  to  attempt,  among  other  things, 
snhancing  their  information-sharing  capabilities  and  promoting  the 
establishment  of  capital  requirements,  sound  management  controls,  and 
standards  for  accounting,  measurement,  and  disclosure. 

In  addition  to  this  effort,  losco  formed  a  working  group  to  examine 
derivatives  issues.  This  group  has  conducted  a  survey  of  derivatives 
activities  in  emerging  markets  and  has  formed  a  task  force  of 
representatives  fi'om  regulators,  industry,  financial  institutions,  and 
academia  to  advise  the  working  group. 


Market  Participants  Have 
Reduced  Risk  by 
Standardizing 
Documentation,  but  Other 
Legal  Issues  Remain 


Various  organizations  have  worked  to  standardize  documentation  used  by 
institutions  offering  derivatives  to  reduce  the  operational  and  legal  risks  of 
these  products.  In  1987,  isda  produced  a  recommended  standardized 
contract  governing  derivatives  transactions,  known  as  a  master  agreement 
This  document  sets  out  the  various  terms,  definitions,  and  responsibilities 
of  each  party  for  the  covered  derivatives  transactions.  Among  the 
derivatives  dealers  that  responded  to  the  survey  done  as  part  of  the  Group 
of  Thirty  report,  74  percent  indicated  that  the  method  used  most 
frequently  to  document  their  transactioia  was  the  isda  Master  Agreement 
Other  organizations — including  groups  in  Japan,  the  United  Kingdom,  and 
the  United  States — have  also  developed  and  agreed  to  use  standardized 
documentation  to  eliminate  some  uncertainty  surrounding  contracts 
involving  otc  foreign  exchange  options.'^  As  a  result  of  these  efforts, 
participants  in  the  world's  largest  foreign  exchange  markets  are  expected 

'*rheae  efTorts  resulted  in  the  Intemabonal  Currency  Options  Market  Master  Agreement,  which  sets 
out  the  terms  and  definitions  governing  OTC  options  transactions.  This  agreement  was  originally 
developed  by  the  membere  of  the  British  Bankers  Associi^  ion  and  the  Foreign  Exchange  Committee  (a 
group  of  U.S.  regulatory  and  market  participants)  for  foreign  exchange  transactions  in  London  and 
New  York.  The  terms  of  this  agreement  will  also  be  used  for  transactions  conducted  in  Tokyo  as  a 
result  of  artother  agreement  between  the  U.S.  committee  and  a  similar  group  of  market  participants 
active  in  Japan 
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to  use  the  same  contract  provisions  for  OTC  foreign  exchange  options 
transactions. 

Other  areas  of  legal  uncertainty  continue  to  pose  a  challenge  for 
intemational  regulators.  For  example,  the  uncertain  status  of  the 
enforceability  of  netting  agreements  used  for  derivatives  was  a  source  of 
concern  for  43  percent  of  the  dealers  surveyed  as  part  of  the  Group  of 
Thirty  report  Countries  that  this  report  identified  as  not  having  legislation 
that  specifically  recognizes  the  enforceability  of  close-out"  or  other  types 
of  netting  included  Australia,  Canada,  England,  Germany,  and  Japan, 
although  such  netting  provisions  are  believed  to  be  enforceable  under 
existing  legislation.  In  addition  to  netting,  other  derivatives-related 
uncertainty  also  existed  in  some  countries.  For  example,  forward  rate 
sigreements,  which  had  a  total  estimated  notional  volume  of  $2  trillion  as 
of  December  1992,  were  possibly  illegal  under  Japanese  laws  pertaiiung  to 
gambling;  as  a  result,  Japanese  institutions  conducted  such  transactions  in 
foreign  affiliates.  Other  issues  of  concern  included  whether  some 
counterparties,  such  as  local  governments,  had  the  legal  capsicity  to  enter 
into  derivatives  transactions  in  certain  countries. 


Accounting  Organizations 
Proposed  New  Accounting 
and  Disclosure  Standards 


Many  regulators  around  the  world  considered  current  accounting 
practices  for  derivatives  inadequate.  They  also  said  that  the  amount  and 
kind  of  information  disclosed  in  public  financial  statements  was  too 
limited  to  adequately  assess  the  risks  that  derivatives  pose  to  financial 
institutions.  The  Intemational  Accounting  Standards  Committee,  which 
includes  representatives  of  various  countries'  accounting  standard-setting 
bodies,  had  been  working  on  developing  accounting  and  disclosure 
standards  for  financial  instruments,  including  derivatives,  since  the  late 
1980s.  In  January  1994,  this  group  published  a  second  draft  of  its  proposed 
intemational  standard  for  accounting  and  disclosure  of  these  products. 
The  group  was  plaiuiing  to  seek  comments  on  this  proposal  until 
July  1994.  A  final  standard  was  not  expected  to  be  developed  until  late 
1994  or  in  1995.  Each  country's  accounting  standard-setting  body  will  then 
have  to  incorporate  this  standard  into  their  own  requirements. 

The  Group  of  Thirty  report  also  recognized  the  need  for  consistent  and 
comprehensive  reporting  of  financial  instruments  internationally  and 
included  general  recommendations  on  accoimting  practices  and 
disclosures  for  dealers  and  end-users  of  derivatives.  The  various  practices 


'«Clo^e^>ut  netting  provides  that  in  the  event  that  one  or  Ixjth  counteiparties  default,  the  obligations 
between  the  two  paities  will  be  netted  to  produce  a  single  obligation. 
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recommended  by  this  report  included  having  dealers  account  for 
derivatives  transactions  by  marking  them  to  market  and  adjusting  their 
income  by  any  resulting  gains  or  losses  in  value.  The  report  recommended 
that  end-users  account  for  derivatives  used  to  manage  risks  in  a  manner 
consistent  with  the  recognition  of  income  between  those  derivatives  and 
the  assets  or  liabilities  being  managed.  The  report  recommended  that 
disclosures  be  sufBciently  comprehensive  to  provide  information  about 
the  purpose  for  which  any  derivatives  transactions  were  undertaken,  the 
extent  of  these  transactions,  the  degree  of  risk  involved,  and  the  way  these 
transactions  are  accounted  for.  The  report  also  recommended  that 
accounting  standards-setting  bodies  in  each  country  provide 
comprehensive  guidance  on  accounting  and  reporting  of  transactions  in 
financial  instruments,  including  derivatives,  and  work  toward  the 
harmonization  of  international  standards  on  this  subject  The  report  urged 
the  International  Accounting  Standards  Committee  to  finalize  its  proposed 
accounting  standard  on  financial  instruments. 
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Pnnrln<!inn<i  Derivatives  serve  an  important  function  in  the  global  financial 

marketplace,  providing  end-users  opportunities  to  better  manage  financial 
risks  associated  with  their  business  trai\sactions.  The  rapid  growth  and 
increasing  complexity  of  derivatives  reflects  the  increased  demand  from 
end-users  for  better  ways  to  manage  their  firmncial  risks  and  from 
speculators  for  lower  cost  ways  to  potentially  profit  from  market  volatility. 
They  also  reflect  the  iimovative  capacity  of  the  financial  services  industry 
to  respond  to  market  demands.  However,  the  combination  of  global 
involvement,  concentration,  and  linkages  among  large  derivatives  dealers 
means  that  the  sudden  failure  or  complete  withdrawal  from  trading  of  any 
of  these  dealers  could  heighten  the  risk  of  liquidity  problems  in  the 
markets  and  pose  risk  to  the  others,  including  federally  insured  banks  and 
the  financial  system.  In  cases  of  severe  financial  stress,  the  federal 
government  is  likely  to  intervene  to  keep  the  financial  system  functioning. 

Boards  of  directors  and  senior  management  have  primary  responsibility 
for  managing  derivatives  risks.  Strong  systems  of  corporate  governance 
must  be  in  place  for  boards  and  management  to  effectively  carry  out  this 
responsibility.  The  internal  control  and  audit  committee  provisions  of 
FDiciA  provide  a  model  for  strengthening  corporate  governance  systems  of 
msuor  derivatives  dealers  and  end-users.  However,  fdicia  applies  only  to 
large  insured  depository  ii\stitutions.  Applying  the  type  of  corporate 
governance  provisions  included  in  fdicia  to  all  mjyor  dealers  would 
provide  needed  safeguards  for  the  public's  interest  These  corporate 
governance  provisions  also  have  applicability  to  mjyor  end-users  of 
complex  derivatives  and  their  use  would  increase  the  accountability  of 
these  companies  to  investors,  creditors,  and  the  general  public.  We 
encourage  the  boards  of  directors  of  m^or  dealers  and  end-users  of 
complex  derivative  products  that  do  not  have  in  place  corporate 
governance  requirements  similar  to  the  fdicia  model  to  establish  and 
implement  such  improvements.  An  increased  level  of  corporate 
responsibility  could  help  avoid  the  kind  of  speculative  activity  that  can 
lead  to  large  unanticipated  losses. 

Strong  risk-management  practices  could  also  help  msuor  dealers  reduce 
their  derivatives  risks.  However,  no  regulation  exists  to  bring  all  msyor  OTC 
derivatives  dealers  into  compliance  with  the  recent  recommendations  of 
the  Group  of  Thirty  and  guidelines  on  derivatives'  risk  management  issued 
by  the  Federal  Reserve  and  occ.  Regulations  would  provide  a  legal 
fi-amework  for  bringing  all  msyor  OTC  dealers  into  compliance  with  a 
common  set  of  basic  standards  essential  to  effective  risk  management, 
such  as  frequently  marking  derivatives  to  market  and  ensuring  the 
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independence  of  trading  from  risk  management  and  other  functions.  In  the 
absence  of  regulations,  bank  regulators  must  cite  unsafe  and  unsound 
conditions  to  force  compliance  with  desired  standards,  and  no  legal 
requirements  exist  for  nonbank  derivatives  dealers.  As  a  supplementary, 
more  flexible  mechanism  for  updating  risk-management  standards  as  the 
market  evolves,  guidelines  can  continue  to  be  used  because  regulations 
are  difficult  to  issue  and  change. 

Federal  regulators  address  derivatives  activities  through  a  variety  of 
means,  but  significant  gaps  and  weaknesses  exist  in  the  regulation  of  many 
m^or  OTC  dealers.  The  Federal  Reserve  and  occ  have  required  the  banks 
they  supervise  to  report  additional  information  on  their  derivatives 
activities.  They  have  also  issued  guidelines  on  risk  management  that 
include  certain  of  the  Group  of  Thirty's  benchmark  practice  initiatives. 
However,  bank  regulators  could  further  improve  their  oversight  and 
reduce  the  risks  associated  with  derivatives  use  by  (1)  gathering 
consistent  information  on  large  counterparty  credit  exposures  and  sources 
and  amounts  of  derivatives-related  income,  and  maintaining  the 
information  in  a  centralized  location  accessible  to  all  regulators; 

(2)  revising  capital  requirements  to  ensure  that  all  derivatives  risks  are 
covered  and  that  legally  enforceable  netting  agreements  recognized;  and 

(3)  increasing  emphasis  on  the  identification  and  testing  of  key  internal 
controls  over  derivatives  activities.  These  improvements  could  help  bank 
regulators  identify  potential  problems,  assess  the  risks  of  individual  bank 
activities,  and  provide  an  early  wanting  signal  for  troubled  banks. 

Federal  regulatory  authority  over  the  derivatives-dealing  affiliates  of  m^or 
securities  firms  and  insurance  companies  is  limited  or  nonexistent.  The 
information  that  regulators  collect  is  insufBcient  for  adequate  monitoring; 
capital  standards  are  lacking,  and  no  comprehensive  regulatory 
examinations  are  performed  to  ensure  the  adequacy  of  the 
risk-management  practices  of  securities  and  insurance  affiliates.  These 
firms  are  large  and  have  financial  linkages  to  an  increasing  number  of 
markets  and  other  firms  through  a  rapidly  growing  number  of  derivatives 
transactions.  A  direct  federal  interest  exists  in  the  safety  and  soundness  of 
m^or  bank  derivatives  dealers  because  of  the  Bank  Insurance  Fund 
guarantee.  However,  derivatives  transactions  carry  the  same  risks  to  the 
financial  system  whether  the  m^or  ore  dealer  is  a  bank,  securities  fum,  or 
insurance  company.  Existing  differences  in  the  regulation  of  derivatives 
dealers  limit  the  ability  of  the  federal  government  to  anticipate  or  respond 
to  a  crisis  started  by  or  involving  one  of  these  institutions.  With 
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Strengthened,  consistent  regulation  of  derivatives  dealers,  federal 
regulators  could  enhance  their  ability  to  anticipate  or  respond  to  a  crisis. 

As  we  have  seen,  bank  derivatives  dealers  are  presently  subject  to  more 
comprehensive  regulation  than  are  nonbank  dealers.  The  regulation  of 
banks  is  essential,  because  they  have  deposit  insurance  and  direct  access 
to  the  Federal  Reserve's  discount  window.  At  the  same  time,  however,  this 
combination  of  deposit  insurance  and  access  also  can  result  in  potential 
problems  because  it  may  induce  the  banks  and  their  customers  to 
inappropriately  rely  on  such  backing.  Therefore,  banks  may  be  willing  to 
run  greater  risks  in  their  trading  activities — in  relation  to  their 
capital — than  otherwise  would  be  the  case.  In  addition,  market 
participants  may  prefer  using  banks  for  derivatives  and  related  trading 
activities  simply  because  banks  are  perceived  to  be  safer  counterparties. 
In  the  past,  similar  concerns  caused  us  to  recommend  that  nontraditional 
banking  activities,  such  as  those  associated  with  underwriting  and  dealing 
in  corporate  debt  and  equity  securities,  be  conducted  only  by 
well-managed  and  well-capitalized  banks  in  separate  subsidiaries  of  the 
bank  holding  company.  Whether  derivatives  should  be  placed  in  this 
category  depends  on  regulators'  determinations  on  how  they  are  being 
used  by  individual  banks. 

Inadequate  financial  reporting  of  derivatives  activities  further  compounds 
regulatory  problems  and  contributes  to  a  lack  of  knowledge  by  investors, 
creditors,  and  other  market  participants.  While  we  support  fasb's  efforts  to 
ejqjeditiously  issue  specific  disclosure  requirements  for  derivatives,  we 
believe  fasb  also  needs  to  expeditiously  issue  comprehensive  accounting 
rules  for  derivative  products.  Without  these  accounting  rules,  added 
disclosures  cannot  bring  the  consistency  and  clarity  to  financial  statement 
reporting  that  is  needed  to  assess  the  true  substance  and  risks  of 
derivatives  activities,  partlculariy  end-user  hedging  activities.  In  addition, 
comprehensive  rules  governing  the  recording  of  derivatives  transactions 
will  improve  the  consistency  and  quality  of  financial  information  provided 
to  the  regulators.  Adopting  comprehensive  U.S.  accounting  rules  for 
derivatives  will  also  better  enable  fasb  to  take  an  effective  leadership  role 
in  working  toward  more  uniform  international  accounting  rules. 

PASS  has  spent  considerable  time  and  effort  analyzing  hedge  accounting  for 
derivatives  and  consulting  with  derivatives  experts,  fasb  is  aware  of 
prevalent  accounting  practices  for  hedging  strategies  currently  in  use  in 
areas  such  as  anticipatory  transactions,  dynamic  portfoUo  management, 
and  synthetic  instruments.  Perhaps  more  focus  on  differences  in  the 
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underlying  objectives  of  these  activities  instead  of  differences  in  the  types 
of  instruments  used  to  achieve  these  objectives  would  enable  fasb  to 
reach  more  timely  conclusions.  An  appropriate  starting  point  would  be  to 
require  that  risk-reduction  objectives  be  in  place  in  order  for  end-user 
derivatives  activities  to  qualify  for  deferral  hedge  accounting. 


Market  value  accounting  is  ultimately  the  best  solution  to  accounting  for 
all  fmancial  instruments,  including  derivatives.  If  all  financial  instruments 
were  accounted  for  at  market  value,  financial  statements  would  be  almost 
completely  transparent  concerning  the  effectiveness  and  impact  of 
financial  risk  management  activities.  We  recognize,  however,  that 
development  of  a  new  market  value  accounting  model  by  fasb  will  take 
time.  Because  authoritative  accounting  standards  for  derivatives  are 
needed  now,  short-term  adoption  of  a  comprehensive  market  value 
accounting  model  may  not  be  feasible.  However,  this  is  a  viable  long-term 
objective  of  fash's  financial  instruments  project 

Improving  U.S.  derivatives  regulation  without  coordinating  and 
harmonizing  such  actions  with  foreign  regulators  has  at  least  two  risks. 
First,  U.S.  financial  institutions  will  remain  vulnerable  to  a  crisis  that 
begins  abroad  and  spreads  to  the  United  States  as  a  result  of  the  global 
linkages  among  financial  institutions  and  markets.  Second,  regulation  that 
market  participants  view  as  too  severe  could  cause  firms  to  move  their 
derivatives  activities  outside  of  the  United  States.  However,  coordinating 
and  harmonizing  regulation  worldwide  has  been  difficult  to  achieve 
because  countries  have  different  legal  requirements  and  different 
£^)proaches  to  regulation. 

Innovation  and  creativity  are  strengths  of  the  U.S.  financial  services 
industry,  and  these  strengths  should  not  be  eroded  by  excessive 
regulation.  However,  U.S.  regulatory  gaps  and  weaknesses  must  be 
addressed,  especially  considering  the  rapid  growth  in  derivatives  activity. 
Policymakers  and  regulcitors  must  strike  a  proper  balance  between 

(1)  allowing  the  financial  services  industry  to  grow  and  innovate  and 

(2)  protecting  the  safety  and  soundness  of  the  nation's  financial  system. 
Achieving  this  balance  will  require  unprecedented  cooperation  among  U.S. 
and  foreign  regulators,  market  participants,  and  members  of  the 
accounting  profession. 


Recommendations  to  ?*T  '^^l^^^^  ^'*. ^fPf  *^  ^P^'^1  ^gulatory  preparedne^  for 

dealing  with  a  crisis  associated  with  derivatives,  we  recommend  that 

Congress 


Page  126  GAO/GGD-94-133  Financial  Derlvatlvea 


207 


Chapters 

CoDcloflioiia  and  Bccommendatkias 


Congress  require  federal  regulation  of  the  safety  and  soundness  of  all 
m^jor  U.S.  ore  derivatives  dealers.  Regulators  should  attempt  to  prevent 
financial  disruptions  from  turning  into  crises  and  resolve  crises  to 
minimize  risks  to  the  financial  system.  Thus,  firms  that  become  insolvent 
should  be  allowed  to  fail  but  to  do  so  in  an  orderly  fashion. 

ITie  immediate  need  is  for  Ckingress  to  bring  the  currently  unregulated  OTC 
derivatives  activities  of  securities  firm  and  insurance  company  affiliates 
luder  the  purview  of  one  or  more  of  the  existing  federal  financial 
regulators  and  to  ensure  that  derivatives  regulation  is  consistent  and 
comprehensive  across  regulatory  agencies.  This  could  be  done  in  several 
ways.  For  example,  one  legislative  proposal  would  accomplish  this  goal  by 
assigning  the  responsibility  for  the  unregulated  entities  to  sec  and  creating 
an  interagency  commission  to  establish  principles  and  standards  for  each 
federal  financial  regulator  to  use  in  supervising  derivatives  activities. 
Another  approach  could  be  based  on  the  concept  that  underlies  the 
arrangement  established  for  government  securities  dealers.  Under  this 
concept,  lead  responsibility  for  setting  principles  and  standards  applicable 
to  all  m^r  U.S.  derivatives  dealers  would  be  divided  among  existing 
agencies  on  the  basis  of  their  expertise  and  mission.  Extenave 
consultation  with  all  of  the  agencies  supervising  derivatives  activities 
would  be  required  before  any  principles  or  standards  were  adopted. 

We  also  recommend  that  Congress  begin  systematically  addressing  the 
need  to  revamp  and  modernize  the  entire  U.S.  financial  regulatory  system. 
Gaps  and  weaknesses  in  ore  derivatives  regulation  clearly  demonstrate 
that  the  existing  regulatory  structure  has  not  kept  pace  with  the  dramatic 
and  rapid  changes  in  the  domestic  and  global  financial  markets.  Banking, 
securities,  futiires,  and  insurance  are  no  longer  separate  and  distinct 
industries  that  can  be  well  regulated  by  the  existing  patchwork  quilt  of 
federal  and  state  agencies.  Many  issues  need  to  be  debated  and  decided, 
including  the  appropriate  uses  of  federally  insured  deposits  and  the  extent 
to  which  they  should  be  used  to  finance  activities,  such  as  large-scale 
proprietary  trading  in  derivatives  or  other  financial  instruments.  One  of 
the  first  issues  that  needs  to  be  addressed  is  how  the  U.S.  regulatory 
system  should  be  restructured  to  better  reflect  the  realities  of  today's 
rapidly  evolving  ^obal  financial  markets.  We  recommend  that  the 
committees  of  jurisdiction  work  together  on  this  issue.  In  addition,  these 
committees  should  hold  hearings,  at  least  annually,  on  developments  that 
affect  the  safety,  soundness,  and  stability  of  the  U.S.  financial  system. 
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Recommendations  to 
Financial  Regulators 


We  recommend  that  the  appropriate  regulatory  authorities  take  the 
following  actions  to  improve  their  capability  to  oversee  OTC  derivatives 
activities  and  to  anticipate  and  respond  to  any  financial  crisis  involving 
derivatives.  Developing  specific  solutions  should  involve  working  closely 
with  industry  representatives  to: 

•  Develop  and  maintain  accurate,  current,  and  centralized  information,  that 
is  accessible  to  all  regulators,  including  information  on  the  extent  of  m^or 
OTC  dealers'  counterparty  concentrations  and  the  sources  and  amounts  of 
their  derivatives  earnings; 

•  Develop  and  adopt  a  consistent  set  of  ca^iital  standards  for  otc  derivatives 
dealers  sufficient  to  ensure  that  all  of  the  m^or  risks  associated  with 
derivatives  as  well  as  legally  enforceable  netting  agreements  are  reflected 
in  capital. 

•  Establish  specific  requirements  for  independent,  knowledgeable  audit 
committees  and  internal  control  reporting  for  all  major  ore  derivatives 
dealers.  Internal  control  reporting  by  boards  of  directors,  managers,  and 
external  auditors  should  include  assessments  of  derivatives 
risk-management  systems. 

•  Perform  comprehensive,  annual  examinations  of  the  adequacy  of  m^or 
OTC  derivatives  dealers'  risk-management  systems,  using  a  consistent  set  of 
standards  established  for  this  purpose  and  including  consideration  of  the 
internal  control  assessments  performed  by  boards  of  directors, 
management,  and  auditors. 

•  Provide  leadership  in  working  with  industry  representatives  and 
regulators  firom  other  m^or  countries  to  harmonize  disclosure;  capital; 
legal  requirements  including  netting  enforceability;  and  examination  and 
accounting  standards  for  derivatives. 


Recommendations  to 
FASB 


We  recommend  that  fasb: 

•  Proceed  expeditously  to  issue  the  existing  exposure  draft  on  disclosures 
of  derivatives  and  fair  value  of  financial  instruments. 

•  Proceed  expeditiously  to  develop  and  issue  an  exposure  draft  that 
provides  comprehensive,  consistent  accounting  rules  for  derivative 
products,  including  expanded  disclosure  requirements  that  provide 
additional  needed  information  about  derivatives  activities. 

•  Consider  adopting  a  market  value  accounting  model  for  all  financial 
instruments,  including  derivative  products. 
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Recommendations  to  ^'^  ^ecwmnend  that  sec 

ohiC  •   Ensure  that  sec  registrants  that  are  msyor  end-users  of  complex  derivative 

products  establish  and  implement  corporate  requirements  for 
independent,  knowledgeable  audit  committees  and  public  reporting  on 
internal  controls.  Internal  control  reporting  by  boards  of  directors, 
managers,  and  external  auditors  should  include  assessments  of  derivatives 
risk-management  systems. 
•   Ensure  that  fasb  proceeds  expeditiously  to  develop  and  adopt 

comprehenave,  conastent  accounting  rules  and  disclosiu'e  requirements 
for  derivative  products. 
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Congressional  staff  expressed  to  us  their  concerns  that  derivatives  may  be 
used  inappropriately  by  a  variety  of  state  and  local  governments  as  well  as 
public  and  private  pension  plans.  To  address  these  concerns  and  to  more 
fully  describe  the  extent  and  nature  of  derivatives  use,  we  sent  surveys  to 
more  than  4,600  state  and  local  government  entities  that  are  members  of 
the  Government  Finance  Officers  Association  (gfoa),  a  professional 
association  representing  more  than  10,000  public  officials.  We  also 
surveyed  the  156  largest  privEite  pension  plans  in  the  United  States.  Our 
survey  results  are  limited  to  the  gfoa  member  government  entities  and  the 
private  pension  plans  that  responded.  They  are  not  generalizable  to  the 
much  larger  potential  market  of  public  and  private  sector  users  of 
derivatives.  Nevertheless,  our  survey  shows  the  use  of  derivative  products 
in  important  segments  of  the  end-user  market 


Extent  of  Derivative 
Product  Use 


We  asked  respondents  whether  their  fiimncial  entity  had  used  a  derivative 
(been  a  party  to  a  derivatives  transaction)  in  their  fiscal  year  1992.  The 
total  number  of  respondents  was  3,727,  of  which  288  reported  using 
derivatives.  The  extent  of  usage  varied  greatly  across  the  types  of  entities, 
from  a  low  of  4  percent  of  3,400  localities  (municipalities,  special  districts, 
and  counties  represented  in  gfxja)  to  a  high  of  72  percent  among  the  1 14 
largest  private  pension  plans  that  responded  (see  fig.  1. 1). 
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Figure  1.1:  Percentage  of  Respondents 
Using  Any  Derivative  Product  In  Their 
Fiscal  Year  1992 


100      PwL<iita9e  ol  re«puiMle«a» 


eV     //     ^/    // 

f  A  //  /* 


Entities  repcftin9  VtB  use  of  decnMnKS 

Note:  The  letter  'n'  derKMes  Itie  number  of  respondenls  using  any  derivative  product. 
Sotjrce;  GAO  analysis 


Figure  L2  shows  that  the  various  derivative  pnxiucts  were  used  differently 
by  each  group  of  users.  TTie  private  pension  plans  and  public  retirement 
systems  used  futures,  options,  and  foreign  exchange  derivatives  (which 
could  have  been  futures,  options,  or  sw^)s)  more  than  interest  rate  swaps 
and  forwards.  State  government  entities  used  all  five  products  in  fairly 
even  proportions,  while  local  government  entities  mostly  used  interest  rate 
swaps. 
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Figure  1.2:  Derivative  Product  Use  by 
State  and  Local  Governments  and 
Private  Pension  Plans  for  Their  Fiscal 
Year  1992 


100       Percentage  ol  users 


Local  State  Public 

government  government  retirement 

entities  entities  systems 

Entitles  reporting  the  use  of  derivative  products 


Private  pension 
plans 


Futures 

Foreign  exchange 

Options 

Interest  rate  swaps 

Forwards 


Source  GAO  analysts 


Use  of  Derivatives  Linked 
to  Asset  Size 


Table  1.1  shows  that  larger  entities  (in  terms  of  assets  under  management) 
were  more  likely  to  report  using  at  least  one  derivative  product  in  their 
fiscal  year  1992  or  the  entities'  most  recent  financial  reporting  period.  The 
larger  entities  tended  to  be  the  public  retirement  systems  and  private 
pension  plans,  which  as  we  said  earber,  were  the  most  firequent  users. 
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TaWe  1.1 :  The  Extent  of  Derivatives 
Use  for  Respondents'  Fiscal  Year  1992 
by  Asset  Size  of  Entity  (Excluding 
State  Treasuries) 


Assets  under  management 

Numlier  of 
respondents 

Percentage  using 
any  derivatives 

$5  billion  or  more 

63 

76% 

$1  billion  to  $5  billion 

172 

50 

$100  million  to  $1  billion 

515 

13 

$10  million  to  $100  million 

1.542 

4 

Less  than  $10  million 

1.252 

1 

Note:  All  the  respondents  did  not  answer  ttiis  question. 
Source;  GAO  analysis 


Asset  size  appears  to  be  positively  related  to  the  usage  of  derivative 
products,  independent  of  the  type  of  entity.  Table  1.2  shows  that  the  users 
of  derivatives  within  particular  categories  of  financial  entities  tended  to 
have  greater  assets  than  did  nonusers  in  the  same  category. 


Table  1.2:  Average  Asset  Size  of  Users  and  Nonusers  of  Derivative  Products  Among  Categories  of  Entitles  Surveyed  for 
Their  Fiscal  Year  1 992  


Dollars  in  millions 


Type  of  entity 


Users  of  at  least  one  derivative 


Nonusers  of  derivatives 


Average  market 
value  of  assets 


Number  of 
respondents 


Average  market 
value  of  assets 


Numlier  of 
respondents 

4i 


State  level 


Local 


Public  retirement  system 
Private  pension  plans 


$14,259.1 


490.7 


134 


9.442.1 


56 


5.2968 


80 


Note  All  the  respondents  did  not  answer  this  question 
Source:  GAO  analysis 


$2,803.1 


80.1 


3.333.3 


2.599.6 


3.142 


66 
26 


Reasons  for  Use  of 
Derivative  Products 


We  asked  respondents  who  reported  using  derivative  products  to  either 
rate  the  importance  of  several  common  reasons  for  using  such  products  or 
suggest  their  own  reasons  for  using  each  type  of  derivative.  Table  1.3 
shows  the  reasons  respondents  gave  for  using  particular  types  of 
derivatives. 
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Table  1.3:  Percentage  and  Number  of  Users  Citing  Reasons  for  Using  a  Derivative  Product  as  "Very  Important"  or 
"Important" 


Reasons 


To  reduce  cost  of 
raising  capital 


As  a  hedge' 


To  increase  rate  of 
return' 


All  other° 


Derivative  product 

Percent 

Numt>er 

Percent 

Number 

Percent 

Number 

Percent 

Number 

Interest  rate  swap 

44% 

12 

73% 

24 

71% 

20 

55% 

6 

Foreign  exchange 

8 

4 

94 

62 

55 

33 

67 

10 

Fonvard 

50 

6 

69 

9 

50 

7 

50 

1 

Future 

11 

6 

82 

56 

81 

56 

88 

30 

Option 

14 

6 

72 

39 

81 

46 

73 

8 

Other 

28 

7 

86 

24 

70 

19 

71 

5 

Note  1  We  based  the  percentage  on  the  number  of  respondents  who  gave  an  importance  rating 
on  a  particular  derivative  product 

Note  2  Number  refers  to  respondents  who  cited  an  importance  rating  of  "Very  Important"  or 
"Important  * 

Note  3  All  the  respondents  did  not  answer  this  question 

"For  example.  lo  guard  against  the  effects  of  economic  swings. 

''Apart  from  hedging  or  reducing  costs 

■^Includes  specific  instances  of  the  three  common  reasons  and  several  additional  reasons  (eg, 
reduce  transaction  costs  and  manage  interest  rate  risk) 

Source  GAO  arialysis 


Reducing  the  cost  of  raising  capital  was  not  a  strong  reason  for  using 
derivative  products,  with  the  possible  exception  of  forwards  or  swaps. 
Retirement  systems  and  pension  plans  did  not  typically  "raise  capital"  in 
the  financial  markets.  Therefore,  this  reason  was  largely  inapphcable  to 
those  institutions. 

Hedging  was  the  most  popular  reason  for  using  forwards,  interest  rate 
swaps,  and  foreign  exchange  derivatives.  However,  maximizing  return  on 
investment  was  also  an  important  reason  for  using  derivatives,  especially 
for  users  of  futures  and  options,  which  tended  to  be  the  public  retirement 
systems  and  private  pension  plans.  When  we  asked  respondents  to  rate  the 
importance  of  "increasing  the  rate  of  return,"  we  specifically  excluded 
'hedging  or  reducing  costs"  from  that  reason  in  order  to  capture  what  we 
believed  to  be  the  speculative  goals  of  derivative  product  usage. 
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The  "other"  reasons  respondents  cited  were  often  technical  elaborations 
on  the  three  common  reasons.  For  example,  private  pension  plans  often 
gave  "other"  reasons  for  using  futures.  Many  cited  stock  index  futures  as 
liquid,  inexpensive  ways  to  gain  equity  market  or  asset  class  exposure.  The 
few  respondents  who  gave  "other"  reasons  for  using  options  cited  the 
ability  to  participate  in  the  equity  market,  reduce  transaction  costs,  and 
manage  interest  rate  risk. 


Respondent  Experiences 
With  and  Opinions  of 
Derivative  Products 


Only  4  percent  of  the  respondents  indicated  that  they  had  experienced 
'unintended  consequences  as  a  result  of  using  any  derivative  products." 
The  explanations  that  these  eight  respondents  gave  varied.  Most  simply 
described  routine  trading  losses  from  Jidverse  market  movements.  "As 
with  any  investment  not  all  trades  work,"  said  one  such  respondent  In 
addition,  two  private  pension  plans  cited  the  failure  of  derivatives-based 
portfoUo  insurance  programs  during  the  1987  market  crash. 

Only  two  derivative  product  respondents  (1  percent  of  our  respondents) 
reported  having  filed  a  complaint  or  entered  into  arbitration  or  Utigation 
with  a  financial  agent  over  a  derivative  product  transaction.  One  pursued 
Utigation  with  a  broker-dealer,  and  smother  complained  to  a  fund's 
management  with  satisfactory  results. 


Methodology  of 
End-User  Survey 


Congress  asked  us  to  describe  the  extent  and  nziture  of  the  use  of 
derivative  products  by  end-users,  including  governments  and  public  and 
private  retirement  systems. 

To  meet  this  request,  we  sent  surveys  asking  for  details  of  recent 
derivative  product  usage  to  more  than  4,600  state  and  local  government 
entities  that  were  members  of  gfoa.  We  also  surveyed  the  largest  156 
private  pension  plans  in  the  United  States. 

To  determine  if  the  entities  had  used  any  derivative  product  in  their  last 
financial  reporting  period  (their  fiscal  year  1992),  we  asked  questions 
about  the  types  of  products  they  used,  the  reasons  the  products  were  used, 
and  the  dollar  amounts  involved.  We  also  asked  about  positive  or  negative 
experiences  the  entities  had  with  derivative  products.  The  survey  was 
conducted  from  ^ril  through  August  1993. 


Survey  FYame 
Development 


To  meet  the  requirements  of  our  survey,  we  needed  a  frame — a  listing, 
without  dupUcates  or  omissions,  of  each  government  entity  and  private 
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pension  plan  in  the  population  of  entities  we  intended  to  survey.  The 
frame  also  had  to  provide  a  single  name  and  mailing  address  of  a 
respondent  at  each  entity.  We  divided  the  different  types  of  entities  we 
identified  into  eight  strata  (see  table  1.4). 

To  develop  the  survey  frame  for  all  of  the  strata  except  state  treasuries 
and  private  pension  plans,  we  obtained  the  membership  rolls  of  gfoa. 
gfoa's  members  are  officials  from  the  state  and  local  governments  we 
wanted  to  survey.  We  believed  these  officials  would  be  the  most 
knowledgeable  about  their  governments'  use  of  derivative  products.  We 
selected  and  surveyed  one  finance  officer  to  represent  each  government 
entity.  Consequently,  results  fi-om  this  survey  are  not  generalizable  to  the 
broader  population  of  all  state  and  local  government  entities  in  the  United 
States  but  only  to  those  with  one  or  more  finance  officers  who  were  gfoa 
members  as  of  November  1992. 

To  develop  the  survey  fi:ame  for  the  state  treasuries  stratum,  the  National 
Association  of  State  Auditors,  Comptrollers  and  Treasurers  and  gpoa 
helped  us  compile  a  list  of  the  50  state  treasuries.  On  the  basis  of  previous 
contacts  with  the  state  treasurers,  we  detennined  that  some  were  not 
currently  using  derivatives.  As  a  result,  we  did  not  further  contact  those 
state  treasuries,  designating  them  as  nonusers  for  the  purpose  of  our 
survey. 

To  develop  a  survey  fi'ame  for  the  private  pension  plans  stratum,  we 
obtained  a  list  of  the  largest  plans  by  asset  size,  which  equaled  200  pension 
plans.  FVom  this  list,  we  kept  only  the  156  private  pension  plans,  removing 
public  employee  retirement  systems  that  were  covered  by  our  other  lists 
of  government  entities.  Results  from  the  survey  of  the  largest  156  private 
pension  plans  can  only  be  used  to  make  statements  about  that  group  and 
are  not  generalizable  to  the  broader  population  of  all  private  pension  plans 
in  the  United  States. 


Survey  Design  and 
Administration 


We  developed  our  surveys  after  consulting  government  finance  experts 
from  GPOA.  We  also  solicited  comments  on  the  surveys  from  municipal 
finance  consultants  and  a  number  of  government  finance  officers.  The 
surveys  were  then  pretested  with  respondents  from  several  typical 
government  entities  and  revised  accordingly. 

All  of  the  government  entities,  with  the  exception  of  the  state  treasuries, 
first  received  a  one-page  screening  survey,  which  solicited  basic 
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information  on  the  use  of  derivative  products  in  fiscal  year  1992  or  their 
most  recent  financial  reporting  period.  We  sent  a  longer  foUow-up  survey, 
which  requested  information  on  the  amounts  entities  held  in  derivatives 
and  their  reasons  for  using  derivatives,  to  respondents  who  indicated 
using  at  least  one  type  of  derivative  product  on  the  screening  survey. 

For  the  50  state  treasuries,  we  used  previously  collected  information  to 
determine  whether  a  state  used  derivatives  in  its  fiscal  year  1992.  We  sent 
follow-up  surveys  to  those  entities  we  understood  to  be  using  derivatives 
and  those  we  were  not  sure  about,  so  that  respondents  would  not  have  to 
fill  out  the  screening  survey.  (See  app.  n  for  copies  of  the  two  types  of 
surveys.) 

We  also  sent  each  private  pension  plan  a  follow-up  survey  without  first 
sending  a  screening  survey,  because  we  expected  most  private  pension 
plans  to  be  users  of  derivatives.  The  survey  we  sent  to  private  pension 
plans  was  identical  to  the  one  sent  to  government  entities  except  for  the 
title  and  references  to  the  type  of  organization  in  the  text  of  some  of  the 
questions. 

The  first  wave  of  4,794  screening  and  follow-up  surveys  was  mailed  out  in 
late  April  1993.  We  sent  follow-up  surveys  in  June  and  July  to  respondents 
who  indicated  that  they  used  derivative  products.  After  July,  we  sent 
follow-up  surveys  to  respondents  as  their  screening  surveys  were  received. 
We  sent  a  total  of  156  foUow-up  surveys  to  users  identified  through 
screerung  surveys. 

To  those  who  did  not  respond  to  the  first  wave  of  surveys,  we  sent  a 
second  wave  of  2,227  replacement  surveys  and  a  reminder  letter  in  late 
May  and  early  June.  This  number  indicates  that  2,567,  or  approximately 
54  percent  of  the  original  survey  population,  had  responded  or  been 
accounted  for  in  some  way  £it  the  end  of  the  first  wave. 

In  late  July  1993,  we  began  to  call  a  limited  number  of  entities  (62)  that 
had  not  yet  responded.  In  some  cases,  respondents  were  successfully 
persuaded  to  complete  all  or  part  of  their  surveys  by  mail  or  fax  or 
through  telephone  conversations  with  our  staff. 

In  mid-August  1993,  we  closed  out  the  survey  and  finalized  the  data. 
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Survey  Response 


We  finished  sending  out  surveys  and  calling  respondents  in  August  1993. 
The  results  of  our  survey  efforts  are  shown  in  table  1.4. 


Table  1.4:  Survey  Dispositions  for 
End-User  Survey 


Strata 


Original 
population 
(number  Adjusted 

mailed)       population* 


Valid 
responses     Response 
received  rate" 


Local-level  entities 

Municipalities 

2.796 

2.774 

2.181 

79 

Counties 

542 

541 

404 

75 

Special  districts 

1,040 

1.034 

815 

79 

State-level  entities 

State  treasuries 

35' 

50= 

37' 

74' 

Ottier  stale-level  entities 

65 

69 

50 

72 

Public  retirement  systems 

Local  retirement  systems 

99 

96 

82 

85 

State  retirement  systems 

56 

56 

44 

79 

Private  pension  plans 

161 

156 

114 

73 

Total 

4,794 

4,776 

3,727 

78 

"Adjuslmenls  to  the  original  population  (first  mailing)  occurred  (or  a  number  of  reasons,  including 
discoveries  of  misclassification  of  entities  into  tncotrect  strata,  ineligible  entities,  duplicate  listings, 
or  mergers  in  addition,  stale  treasuries  not  included  in  ttie  mail  survey  are  reflected  here 

"Tfre  response  rates  are  determined  by  dividing  the  total  number  of  valid  responses  received  by 
Ihe  adjusted  population  In  cases  where  a  screening  survey  was  returned  by  a  government  entity 
but  a  follow-up  survey  sent  to  that  entity  was  not  relumed,  ttie  entity  was  slill  considered  to  nave 
"responded  " 

'Data  for  state  treasuries  reflect  information  previously  collected  on  15  states  without  using  a  mail 
survey 

Source  GAO  analysis 


Survey  Error  and  Data 
QuaJi^ 


Because  we  surveyed  all  of  the  elements  in  the  population  of  interest  we 
had  defined  and  because  we  did  not  project  the  results  of  our  survey  to  a 
broader  population,  our  results  were  not  subject  to  sampling  error. 
However,  all  survey  data  are  subject  to  various  types  of  nonsampling 
error,  such  as  systematic  biases  introduced  by  the  absence  of 
nonrespondents,  imperfections  in  the  firame,  and  omissions  or  erroneous 
answers  made  by  respondents. 


For  example,  we  asked  respondents  to  indicate  whether  they  used 
derivatives.  We  also  asked  them  to  indicate  the  amounts  of  their 
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investments,  using  specific  definitions,  time  periods,  and  methods  of 
valuation.  The  quality  of  their  answers  depended  upon  their  understanding 
of  our  requests  and  their  ability  to  retrieve  the  information  firom  their 
financial  records  in  a  format  that  would  have  been  compatible  with  our 
questions.  In  addition,  the  findings  on  the  existence  and  size  of  derivative 
product  holdings  represent  a  sn^shot  of  the  financial  positions  of  the 
entities  in  the  months  before  the  survey  was  administered,  yet  portfolio 
composition  and  size  can  fluctuate  rapidly. 

Although  we  did  not  validate  the  answers  our  respondents  made  to  our 
survey  questions,  we  took  a  number  of  steps  to  check  the  quality  of  our 
survey  data.  We  checked  the  accuracy  of  data  entry  and  data  processing 
on  a  sample  of  surveys.  In  addition  to  carefully  pretesting  our  survey 
questions  to  minimize  reporting  error  and  nonresponse,  we  also  compared 
the  responses  to  our  first  mailing  with  those  of  entities  thait  would 
otherwise  have  been  nonrespondents  if  not  for  our  telephone  contact  ai 
the  end  of  the  survey.  We  attempted  to  discover  whether  those  more  likely 
to  be  nonrespondents  differed  significantly  firom  early  respondents  over 
key  questions  or  characteristics.  We  found  that  they  did  not  However,  we 
have  no  way  of  knowing  how  the  rest  of  the  nonrespondents  would  have 
answered. 
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Screening  Survey 


United  States  General  Accounting  Office 


Survey  on  the  Use  of 

Financial  Derivative  Products 

by  State  and  Local  Governmental  Entities 


INTRODUCTION 

The  U  S  General  Accounting  Office  (CAO).  an  independeni 
agency  of  Congress,  has  been  asked  to  ideniify  ihe  nature  and 
extent  of  the  use  of  denvativc  pn>ducls.    Some  eiunples  of 
dcnvaiives  include  forwards,  futures,  options  on  a  slock,  and 
swaps 

Your  assistance  in  answcnng  Uic  following  questions  will  help 
us  deiermine  how  many  state  and  local  govemmcnia?  entities 
have  used  dcnvative  products.    Although  your  panicipation  in 
this  survey  is  completely  voluntary,  your  frank  and  honest 
answers  will  help  GAO  advise  Congress. 

Thc  questionnaire  should  take  only  a  few  minutes  to  complete 
Some  respondents  may  receive  a  follow-up  questionnaire  on 
this  subject  at  a  later  date     If  you  have  any  questions,  please 
call  Mr  Jerry  Schober.  Ms  Tamaia  Cross,  or  Mr  Steven 
Lozano  at  (202)  512-7310    Please  return  the  completed 
questionnaire  in  the  enclosed  preaddres&cd,  prepaid  envelope 
within  5  working  days  of  receipt    In  the  event  the  envelope  is 
misplaced,  our  return  address  is: 

US  General  Accounting  Office 
Mr  Jerry  Schober 
441  G  Street.  NW.  Room  3126 
Washington.  DC    20548 

Thank  you  for  your  cooperation  and  assistance. 


INCTRUCTIONS 

Please  respond  to  the  questionnaire  even  if 
your  governmental  junsdiction  or  cnuiy  does 
not  use  derivative  products. 

This  questionnaire  should  be  filled  out  by  the 
government  ofrictal(9)  in  your  jurisdiction  or 
entity  mo&l  familiar  with  the  overall 
management  of  and  accounting  for 
investments     Please  DO  NOT  forward  to  a 
financial  advisor,  broker,  or  accountant  outside 
this  government. 

Estimates  of  dollar  amounts  will  suffice 


Please  provide  the  following  information  so  that  we  may 
contact  you  if  we  need  to  clanfy  a  response 


Name  of 

primary  respondent: 


Jurisdiction/entity:      

Telq>hone:         (  ) 


Please  enter  the  lolal  market  value  of  alt  assets  you  arc 
managing,  including  any  denvalivcs.  as  leported  in  your 
most  recently  published  financial  statement  or  annual 
report.  OR  USING  YOUR  BEST  ESTIMATE 

(PUase  enter  a  whale  dollar  figure  and  the  date  for  which 
the  amount  ts  reported    If  the  amount  ij  an  estimate  of 
the  current  value,  leave  the  date  blank  I 
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During  or  before  your  Tiscal  yeir  1992,  bas  your 
govcmmenul  junsdiciion/cmiiy  us«J  any  of  ihe  following 
lypcs  of  financul  derivative  products'' 
(Ch^ck  one  or  more  boxti  in  tach  row  t 


Yes. 

dunng 
FY  1992 

<l) 

Yes. 
before 
FY  1992 

(2) 

No 
(3) 

1    Interest  rale  swaps 

2   Foreign  exchange     swaps, 
forwards,  futures,  or  options 

3  Forwards 

(excluding  foreign  exchange) 

4   Futures 

(escluding  foreign  exchange) 

5  Options 

(excluding  foreign  exchange) 

6  Any  other  derivative 
products     (eg..  e<iuiiy 
denvatives,  interest  rate  caps, 
collars,  or  floors) 

If  you  checked  Column  (I)   ('Yes,  dunng  FY 
1992')  for  any  iiem  in  Question  2  above, 
continue  wid)  (^cstion  3 

Otherwise,  skip  to  Question  5 


Are  any  of  the  denvsuve  products  you  checked  in 
Question  i  managed  m  a  pooled  investment  ftind  of 
another  govemmcnui  eniny'   {Chtck  one  ) 

I      Q      Yes     {Cotalnu^  to  Qitfsiton  4 ) 


2  D      No 

3  n      Don't  know 


Please  identify  the  government  official  most  familiar  with 
the  overall  managemcni  of  and  accounting  for  investments 
31  that  pooled  investment  fund- 


Name: 


Name  of  fund/entity: 
Address:  


Telephone 


If  you  have  any  comments  on  anything  in  this 
questionnaire,  or  on  your  experiences  with  denvaiive 
products,  please  use  the  space  provided  below  and.  if 
necessary,  attach  additional  sheets 


{Skip  to  Question  5.) 


Thank  you  for  your  time  and  care  in  filling  oui 
this  quesiionnauT  Please  return  n  to  us  in  ihe 
envelope  provided,  or  mail  n  uj  the  address  on 
the  from  within  5  working  days 
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United  Slates  Gcacnri  Acxnontii^  Office 


Survey  of 

State  and  Local  Governmental  Entities 

Using  Financial  Derivative  Products 


INTRODUCTION 


The  vs.  Genenl  AoooantiBg  Office  (GAC^  ] 
agency  of  Congress,  has  been  asfccd  lo  ideatify  the  nabsc  and 
extent  of  tbe  use  at  derivaiivc  products.    Some  examples  of 
dchvabvcs  indude  futures,  forwuds,  ofiboas  oo  a  ttot±,  and 


In  an  carlio'  survey,  we  lesnied  dm  your  ffimnuMJiai 
junsdictioo  or  entity  foed  ai  least  one  fmaacial  derivaQve 
product  in  (fae  Ust  jtai.   This  qaesbonosiic  nfcx  yoo  to  briefly 
describe  your  use  of  dcrrvMioes.    Alibcwgfa  yotr  panic ipaioo 
in  this  survey  is  complclcly  volDntary,  yoa  fnok  and  honest 
answers  will  help  GAG  advtac  Congress.    Responses  to  ifais 
survey  will  be  reported  by  GAG  cnty  in  the  aggrcgale. 

The  questioonaire  can  be  compteied  wiifain  30  minuies. 
depending  upon  tbe  avaiUnlity  of  fmaociil  recortfa  cr  your  ose 
of  cstimaLcs.    Space  has  been  provided  M  Ibe  end  of  the 
quesuonnaiR  for  any  comipcnts  jrou  may  waB  id  nuke. 
If  you  h«ve  any  ((ucsboBS..  please  caO  Mr.  Jerry  Sdiaber. 
Ma-  Tamara  Cross,  or  Mr.  Steven  UnaaD  ai  (202)  512-7310. 

Please  return  tbe  completed  questionoaire  in  die  "■-'"t*! 
preaddressed.  prepaid  cmvlopc  mthm  10  mwlaitg  ^aya  of 
receipt.    In  tiic  event  that  the  cnvrlope  is  misplaced,  oar  return 


U.  S.  Genenl  AcconaciBg  Office 
Mr.  Jerry  Scfaober 
44)  G  Stnxt,  NW.  Room  3126 
Washingian.  DC    20548 


Thank  you  for  y 


h     INSTRUCTIONS 


■  Use  estimates  when  answering  questions 
that  ask  for  dollar  amounts  if  exaa 
figures  are  not  readily  available 

■  Thk;  questionnaire  should  be  6lled  out  by 
(be  govemmcni  ofTtcialCt)  in  your 
jurisdiction  or  cnuty  most  familiar  with 
tbe  overall  management  of  and  accounting 
for  invcstmcnu    Please  DO  NOT  forward 
to  a  financial  advisor,  broker,  or 
accountant  outside  this  govcnunenL 

*  Most  of  the  information  requested  pertains 
to  your  most  recently  completed  fiscal 
year  or  other  reporting  peTK>d 


fVase  provide  the  followmg  information  so  that  we  may 
contact  you  if  we  need  to  clanfy  s  response 


Name  of 

primary  respondent 


Jurisdiction/entity: 
Tdepbone:         ( 
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11.  BACKGROUND 


Plcuc  enter  ihe  loul  market  value  of  all  assets  and  liabilities  you  arc  managing,  as  reported  in  your  most  recently  published 
financial  lUtemeni  or  annual  repon.  OR  USING  YOUR  BEST  ESTIMATE-     (PUase  ewer  whole  doliar  ftgmres  and  ifu 
date  for  which  the  amounts  art  reponed    If  the  amounts  are  esiunates  of  current  values,  leave  the  date  blank.t 


Please  provide  the  (ollowing  informaiior     ( I )  your  mosi  recent,  uncnhanced  credit  rating;   (2)  the  type  of  secuniy.  prtxluci. 
or  entity  receiving  this  rating,  and  ())  (he  «gerKy  luuing  the  rating. 

1        Credit  rating      


2-       What  was  rated; 


3.      Rating 
agency: 


in.     USE  OF  DERIVATIVE  PRODUCTS 


This  secuon  covers  denvalive  producU  that  your  governmental  junsdictton/enuty  may  have  us«d  during  its  last  fi«al  year 
For  each  one.  tell  us  whether  you  have  used  it  and.  if  so.  the  amounts  of  money  involved  and  why  it  was  used 

The  types  of  denvalive  products  to  be  covered  are 

A.  Interest  rate  swaps 

B  Foreign  exchange    swaps,  futures,  forwards,  and  options 

C  Forwards  (excluding  foreign  exchange) 

D  Futures  (excluding  foreign  exchange) 

E  Options  (excluding  foreign  exchange) 

F  Any  other  dcnvative  products   (e.g  ,  equity  dcnvaiives.  interest  rate  caps,  collars,  and  floors) 
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A.       INTEREST  RATE  SWAPS 


3.        Have  yoa  naed  «i)r  IWTBtEyT  RATE  SWAPS   (DO  NOT 
yow  bd  fucal  year?       fCkKk  oi^t 


■odade  farei(B  rartangc  gvnfis  on  Cfaii  pa(e)  M  ny  lime  during 


I    D    Ya  — 

1  a    No 

3    O    DDBOikaov 


(Ctrntiiuie  to  (^lesliom  4.) 
(Skip  to  QuesooR  8.  oh  page  4.) 


4.       WhU  i»  fbe  totil  aoiMml  tmomm  of  tf  Ai 
(Buer  whale  doOar  figmra  from  ftmaKial 


rmt  cwips  you  have  eolovd  iato  diniiig  yow  last  rtacil  year? 
OK  USE  YOUR  BEST  ESmiATE.   If  none,  emtr  V.) 


5.        For  yoor  vmaai  mc  nrapa  aahtmriaag.  it  any.  wtm  u  the  tout  ■Mud  YOU  ARE  OWED,  if  ■vaitaUe'* 
ffiUCT  whoit  MistfigmmfrvmfimKm-tni  itrtrfwn  OK  tJSE  YOUR  BEST  ESnUATE.    ^  lume.  t^r  Vj 


Fn-  yoor  toKi 
(Enter  whole 


;  a  any.  whM  it 


tool  MOM  YOU  OWE,  if  availaMcT 
OR  USE  TOUR  BEST  ESnUATE.    If  mame.  emer -O' ) 


■■■pvtMl  wcK  cadi  of  Ifac  (oUowias  r 
AnB(  jrav  laM  fnal  year?  f  Oheci  onr  601  m  eodh  r 


tin  yoordccisiaa  to  me  IhfTEREST  RATE  SWAPS 


— 

VcfT 
(1) 

m 

Ndtho 

nor 
(3) 

UdnOfMnail 

(4) 

(5) 

Don'l 

kitoof 

^4obans 

lojodje 

(6) 

1  To  mkn  coa  of  nbat  dpiid 

2.  A>  •  bedfc  (ataiu  oaoaic  nrag^  ac) 

3.  To  dKseae  nK  of  Rlfln 
(ifial  Iran  hedtag  or  ndui^  oo>B> 

4.0d«.n>os    (S„dM 

Pl«el4« 
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B.      FOREIGN  EXCHANGE: 
SWAPS,  FUTURES.  FORWARDS,  OR  OPTIONS 


8.       Hive  you  used  any  swap&.  futures,  forwards,  or  options  involving  FOREIGN  EXCHANGE  at  any  lime  during  your  last 
fiical  year?      (Check  one  i 


I    D    Yes  — 

2.  D     No 

3.  O     Do  not  know 


(Continue  to  Question  9.) 
(Skip  to  Question  1 1,  page  6. ) 


Please  enter  the  dollar  amounU  of  holdings,  if  any.  in  FOREIGN  EXCHANGE  SWAPS.  FUTURES.  FORWARDS.  OR 
OPTIONS,  as  reported  in  your  mow  recently  published  financial  statement  or  aiuiual  report,  OR  USING  YOUR  BEST 
ESTIMATE        I  Please  enter  whole  dollar  figures;  tf  you  do  not  have  actual  amotuits  readily  available.  USE  YOUR  BEST 
ESTIMATE    If  none,  enur -0' ) 


Foreign  Eichangc 

Amounts 

A       Swaps 

1        Total  notionaVcontr»cl  amount   (in  U.S.  J) 

2.       Amounts  YOU  ARE  OWED,  if  avaiUble 

3.      Amounts  YOU  OWE.  if  available 

B       Futures 

1.      Total  notional/contract  amount   (m  U  S  $) 

2.      Market  value 

C      Forwards 

1.      Total  notionaUconmct  amount  (in  U^.  $) 

2.      Market  value 

D.      Opuons   (Ejuer  the  lower  t^ cash  or  market  value,  iit  US.  t) 

1-       Puu  -  exchange  traded 

2-      Puts  -  over-the-counter 

3.      Calls  ~  exchange  traded 

4       Calls  -  over-the-counter 
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10.      How  unportant  or  unnnpcrunt  were  cacft  of  Ibe  folbwing  naaotn  in  jw  decision  lo  uk  FOREIGN  EXCHANGE  SWAPS. 
HJTURES.  RJRWARDS.  OR  OPTIOWS  dmBK  row  to*  6wal  lof?  (Otedk  ome  box  umach  nyw  ) 


,^ 

np>na« 
(1) 

Inportait 

m 

NotlKi 
aor 
(3) 

Uumportjot 

unimintunt 

(5) 

Doo'I 

know/ 

Nobttu 

lo  judge 

(6) 

I  -  To  reduce  cost  of  nBmg  afkul 

1  A>  a  bcdsc  (atum  coaioaiic  loiiicf.  ai^) 

3.  To  inaeaae  nse  of  reUMv 

(tp«l  from  bedpng  or  irdDCiag  CXMS) 

4  Otho  renoos:     tSptcify) 

PWelM 
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C.      FORWARDS 


1 1 .     Hive  you  uied  iny  FORWARDS  U  any  lime  during  your  lut  rucil  yev?  (PO  NOT  include  foreign 
thii  answer.)       (Oi€ck  one.) 


i,  D    Ye»  - 

2.  D    No 

3.  D    Do  not  know 


(Continue  to  Question  12.) 
(Skip  to  Question  14.  page  7) 


12-      Ple*»e  enia  the  dollar  imounu  of  boldmgi,  if  any.  in  FORWARDS,  u  rcpocied  m  your  mo«  recently  publisbed  financial 
■tiiement  or  annual  rcpon.  OR  USING  YOUR  BEST  ESTIMATE. 

(PUas€  enter  whole  dollar  figures,  if  you  do  noi  have  actual  amounts  readily  avattabU.  USE  YOVM  BEST  ESTIMATE    If 
none,  enter  '0'.) 


ForwMils      (excluding  foreign  exchange) 

Amoanli 

A.      U.S.  Trexftur?  -  (oul  notioniUcontrxct  amounl 

i 

B.      Olher  (FItau  ipfcifyl  -  IMxl  nouoril/comncl  unounl 

i 

C       MARKET  VALUE  of  xU  finxncixl  forwxnjx                                             S                                | 

13,      How  imporuni  or  unimportant  were  each  of  the  following  rcaaons  in  ^ur  decision  lo  eater  mio  FORWARDS  contracu 
during  your  last  fiscal  year?  {Ch£i:k  one  box  m  each  row  ) 


Rcami 

Very 
impotunl 

(1) 

Imponxm 

(2) 

Neilbei 

imporunt 

nor 

un  imporuni 

(3) 

Unimporunl 
(4) 

Very 
unnnpofum 

(5) 

Donl 

know( 

No  basil 

10  judge 

(6) 

1.  To  reduce  cos  of  rxixing  cxpiul 

3.  To  increaK  me  of  return 
(■pan  from  hedging  or  reducing  coiU) 

4.  Otber  tetions:     ISpaiff.) 
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^pcadlx  n 

GAO's  Surveya  on  the  Use  of  FlnancUl 
Dertvatlve  ProdncrU  bf  State  and  Local 
Govcmnoit  Entitles 


D.    FUTURES 


14.      Have  you  lued  any  FUTURES  U  «ny  lime  during  your  l«st  fiscti  ycir'*    (DO  NOT  include  foreign  eschinge  futures  in  this 
answer  )  fOi^ck  one  t 


1    D    Ye.  - 

2.  n    No 

3.  LJ     Do  not  know 


(Contume  so  Question  15.) 
(Skip  to  Question  17.  page  8.) 


15-  Plcuc  enio  the  buI  notioittVconlract  amoonu.  if  any.  of  FUTURES,  as  refnrttd  in  your  raott  recently  puWisbed  financial 
ttaumeni  or  annual  ccport.  OR  USING  YOUR  BEST  ESTIMATE-  iPleoMf  ertur  whole  doUarfigum;  if  you  do  no(  have 
actmal  amomu  nadily  avaUable.  USE  YOUR  BEST  ES7WATE.    If  lume.  mur  t}'  i 


Fittara      (cuUiding  fompi  cufaaagc) 

Amoiats 

A-      VS.  TreawfT  -  louJ  Dotionli/antncl  amount 

S 

B.      Other  fPleoK  nrn^t  -  tool  nolional/mntraa  amoniit 

s 

C      MARKET  VALUE  of  all  fiiuiical  fuDns 

s 

16.      How  impDVUnt  or  onirapcMtaai  weie  each  of  die  following  reasons  in  youi  deosion  to  use  FUTURES  dunng  your  last  fiscal 
year?  (Check  tuu  boi  in  each  row } 


._ 

Very 
mtponam 

(1) 

Important 

(2) 

Nadw 
■mpoftaat 

nor 

uBonponaiM 

(3) 

Ummponaot 

(*) 

Very 
unmportani 

(5) 

Don"! 

know/ 

rto  basis 

to  judge 

<6) 

1 .  To  reduce  ooM  of  nixing  capital 

^  As  a  hedge  (agamsl  econonuc  cwings.  etc  ) 

(qtan  from  bedgiog  or  redacng  cortt) 

4.0d«rre»»i:     (Specify.) 
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Appendix  II 

GAO*s  Surveys  on  the  Use  of  Financial 
Derivative  Products  by  State  and  Local 
Government  Entitles 


E.    OPTIONS 


17.      Have  you  used  any  OPTIONS  ai  any  bmc  during  your  lasl  fiscal  year?    (DO  NOT  include  call  options  on  bonds 
outsunding  or  foreign  cunrncy  options  in  this  answer  ) 
I  Check  one.) 


1.  n     Yes  - 

2.  D    No 

3.  I I     Do  not  know 


(Continue  to  Question  18.) 
(Skip  to  Question  20.  page  9.) 


18       Please  enter  the  dollar  amounts  or  holdings,  if  any.  m  OPTIONS,  as  reponed  in  your  must  recently  published  rinancial 
suicmenl  or  annual  report,  OR  USING  YOUR  BEST  ESTIMATE         (Please  ever  whole  dollar  figures,  if  you  do  noi 
Aovv  actual  amouAls  readily  avaihbU.  USE  YOUR  BEST  ESTIMATE    If  none,  enter  '0') 


OptioiB      (cxcludmg  foreign  exchange) 

Amounts            || 

A,      Dollar  value  of  PUT  options,  using  the  lower  of  cash  or  market  value 

1 

1     Exchange-traded  options 

s                        1 

2.    Over-the-counter  options 

s 

B.      Dollar  value  of  CALL  options,  using  the  lower  of  cash  or  market  value 

1.   Exchange-traded  options 

s 

2.    Over-the-counter  options 

J 

19.      How  important  or  unimportant  were  each  of  the  Tollowing  reasons  in  your  decision  to  use  OPTIONS  during  your  last  fiscal 
year**  (Check  one  box  tn  each  row  ) 


Reasons; 

Very 
important 

(1) 

Importani 
(2) 

Neither 

imponant 

nor 

unimportant 

(3) 

Unimportant 

(4) 

Very 
unimportant 

(5) 

Don't 

know/ 

No  basis 

to  judge 

(6) 

1 
1    To  reduce  cost  of  raising  capital 

2    As  a  hedge  (against  economic  swings,  etc  ) 

3  To  increase  rate  of  return 
(apan  from  hedging  or  reducing  costs) 

4  Other  reasons:     (Specify ) 
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Appendix  11 

GAO'a  Sorveyi  on  the  Use  of  Financial 
Derivative  Producta  by  State  and  Local 
Goveminent  Entitles 


F.      ANY  OTHER  FINANCIAL  DERIVATIVE  PRODUCTS 
(e.g.,  equity  derivatives,  interest  rate  caps,  collars,  floors,  etc.) 


20       H«vc  you  uicd  iny  OTHER  RNANCIAL  DERIVATIVE  PRODUCTS,  tiich  as  equity  denvuives,  interew  rMe  c«p«.  coUm. 
or  noon.  etc..  at  any  umc  dunng  your  last  Tiscal  year''      (Check  one.) 


I    a    Ye»  - 

2-   n     No 

3    O     Do  not  know 


(Continue  to  Question  21.) 
(Skip  to  Question  23.  page  10.) 


21.      nease  enter  the  (oUl  notionBl/conlract  amount  of  holdings,  if  any.  of  OTHER  FINANQAL  DERIVATIVE  PRODUCTfS). 
as  TcporXed  in  your  most  recently  published  financial  stsletncnt  or  annual  report  OR  USING  YOUR  BEST  ESTIMATE 
(Please  deicnbe  these  products,  and  enter  whole  dollar  figures:  if  you  do  not  have  actual  amounts  readily  available,  USE 
YOUR  BEST  ESTIMATE    If  none,  enter  'O' } 


Other  Derivative  Products 

Amounts 

Describe  producu  and  enter  total  notional/contract  amounts: 
(Aaach  additional  sheets  if  necessary.) 

S 

22.      How  important  or  uniinportani  were  each  of  the  following  reasons  in  your  decision  to  use  OTHER  RNANCIAL 
DERIVA'nVE  PRODUCTfS)  dunng  your  last  fiscal  year'  (Check  one  hot  in  each  row.) 


v^ 

Very 

imporuni 

(I) 

Important 
(2) 

Neither 

important 

nor 

unimportant 

(3) 

Unimportant 

(4) 

Very 
unimportant 

(5) 

Don't 

know/ 

No  basis 

to  judge 

(6) 

1 .  To  reduce  cost  of  raiting  capital 

2.  As  a  hedge  (against  e«M»mic  swings,  etc  ) 

3.  To  increase  rate  of  return 

(apart  from  bodging  or  reducing  costs) 

4  Other  reasoRK    (Specify.) 
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Appendix  II 

GAO'a  Surveys  on  the  U*e  of  PliuuicUl 
Derivative  Prodocu  hf  State  and  Local 
Government  Entitle* 


IV.     OTHER  ISSUES 


We  Bt  iniertxied  id  letraiog  «bout  ibe  euesi  of  riik  involved  io  ibe  uie  of  fiiuocid  dcnvvive  producti.  Wc  ■«  twvc  thu  ibe 
lue  of  cemio  derivuive  products  for  bedgiog  c«n  result  in  lotaei.   Because  limited  infonrutian  on  k«M*  is  aviilible,  pkaae  ib«c 
wiib  us  any  negative  or  unaniicipilcd  cxpcncnces  your  government  hai  had  with  dehvaDvca 


23.      Has  your  govemmeatal  JuriidicDon  cr  entity  ever  experkaccd  any  ""■n"T*'Hf  conaequeaccs  a*  a  result  of  using  aay 
derivative  products''  (Check  one.) 


I.  D    Yes       >  Please  describe: 


2.  D    No 

3.  Q    Do  not  know 


24.      Has  your  govenimcntal  junsdiciran  or  entity  ever  filed  s  comiriaioi  or  been  involved  in  (or  is  cuneody  cootemplating) 
arbitration  or  litigation  with  ■  bioker-^leakr.  bank,  or  other  fmancial  ageol  over  a  derivative  product?         (Oxeck  ant.) 


D    Yes       >  Please  describe: 


1  D    No 

3.  D    Oo  not  know 
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Appendix  U 

GAO's  SnrreyB  on  the  Um  of  Flnnndnl 
Dertvatlve  ProducU  by  SUtc  and  Local 
Government  Entitles 


V.   COMMENTS 


25.     If  yow  luve  any  oommate  on  diis  aurvey  or  MkJitkmil  commeou  on  your  poaiQve  and/or  ncgabve  eipenencea  <■ 
dorivMive  product*,  pluac  uie  the  ipace  providod  below  and  atucb  addidotuJ  ihKU  if  tMccuwy. 


Hunk  you  very  mucb  for  your  umc  and  care  in  fiHtng  out  ttii*  qucsuonnaire. 
E  rcnim  n  to  u*  in  (be  envelope  provided,  or  mail  it  K>  the  addrts*  liued  on  the  front  cover 
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Appendix  HI 

GAO's  Survey  of  Major  OTC  Derivatives 
Dealers 


Substantial  data  about  the  derivatives  markets  are  available  through 
various  regulatory  reports,  corporate  aimual  reports,  and  other  sources. 
Many  of  these  data  are  incomplete  and  incoivsistent  regarding  the 
derivatives  markets  as  a  whole.  Rigorous  quantitative  data  and  other 
information  regju'ding  the  economic  risk  exposures  and  risk-management 
practices  of  individual  firms  are  also  lacking.  We  were  interested  in 
learning  more  about  the  15  firms  that  we  identified  as  tn^or 
over-the-counter  (otc)  derivatives  dealers. 

All  of  the  15  mjuor  OTC  derivatives  dealers  are  members  of  the 
International  Sw^s  and  Derivatives  Association  (isda).  We  met  with  isda 
representatives  to  discuss  possible  methodologies  for  the  survey,  isda 
representatives  said  that  on  the  basis  of  their  own  experience  and 
discussions  with  the  msyor  ore  dealers,  the  best  way  to  maximize  the 
response  to  our  survey  would  be  to  work  through  a  neutral  third-party. 
They  suggested  we  use  Arthur  Andersen  &  Co.  to  distribute  the  survey  and 
subsequently  collect  and  compile  the  data  from  the  firms  that  responded. 

They  also  suggested  that  we  include  foreign  dealers  in  our  survey.  We 
agreed  to  survey  foreign  dealers,  but  we  asked  that  their  responses  be  kept 
separate  from  the  15  U.S.  firms.  Because  the  response  rate  of  foreign  firms 
was  not  high,  we  did  not  include  the  responses  of  the  foreign  dealers  in  the 
simunary  of  our  survey  results.  After  meeting  with  isda  representatives,  we 
refined  and  clarified  the  survey. 

The  survey  attempted  to  identify  (1)  the  aggregate,  net  economic  exposure 
of  the  dealers;  (2)  the  concentration  of  this  exposure  to  types  of  firms; 
(3)  the  use  of  different  risk  reduction  techniques  and  the  other  steps  firms 
took  to  address  risk  management;  (4)  the  credit  quality  of  the  derivatives 
portfolios  and  of  the  firms  themselves;  (5)  the  amount  of  credit  losses  and 
other  losses  experienced;  and  (6)  additioiuil  items  of  interest 

A  copy  of  the  survey  with  data  from  the  14  m^or  ore  dealers  that 
responded,  as  compiled  by  Arthur  Andersen  &  Co.,  follows.  We  present 
responses  to  questions  1  through  10  as  aggregated  totals  or  averages  for 
the  firms.  We  present  narrative  summaries  of  the  responses  to  questions 
1 1  through  12.  Arthur  Andersen  &  Co.  deleted  the  tuimes  of  the  firms  in  the 
responses;  we  indicate  these  deletions  with  ( |. 
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Appendix  III 

GAO's  Survey  of  M*Jor  OTC  DerlnUTa 

Dealer* 


OTC  DERIVATIVES 

CONFIDENTIAL  SURVEY  OF  U3.  DEALER  INSTmmONS 

PREPARED  FOR  THE 
IJ.S.  GENERAL  ACCOUNTINC  OFFICE 

BY 

ARTHUR  ANDERSEN  A  CO. 
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Appendix  III 

GAO'a  Survey  of  M^jor  OTC  DerlvmUves 

Dealers 


General  Accounting  Office 
OTC  Derivatives  Survey 

FIRMS  PARTICIPATING  IN  THE  SURVEY 

RMponses  Received 

Banii  of  America 
Bankers  Trust  Co. 
Chase  Manhattan 
Chemical  Bank 
Citibank,  N.A. 
First  Chicago 
General  Re 
Goldman,  Sachs  &  Co. 
JP  Morgan 
Lehman  Brothers 
Merrill  Lynch 
Morgan  Stanley 
Prudential  Corp. 
Salomon  Brothers 
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Appendix  III 

GAO's  Survey  of  Major  OTC  DerivstWes 

De&lers 


0*n«rU  AcoounOng  Offlca 
OTC  D*r1vatlv«a  Surwy 


P1eas«  indicate  l^6  nobonal/contrad  amounts  for  Ih«  total  of 
your  derivabve  transactions  along  mnth  I^e  telatod  amounts  at 
nsk  □(  accounting  loss  according  to  SUlemenl  of  Finanaal 
Accounting  Standards  (SFAS)  105    Please  show  how  tTiis  amounl  may 
be  afTedeO  by  marHet  factors  or  nsk  reducOon  t«cnn>ques   tuO^ 
as  those  listed  betow  or  otn«rs  tnal  you  may  empkiy 


As  or  Year  End  1992 


Typeot  Produd 

Currency 
<fnv«ivw(a) 


_FX>ljffl6i 


Commodity 
equity  and 


46.308.000.000  34.579.700.000  17.061.100.000  4.01S.OOO.QQ0         _11M42.K)0.q00 


Lett 

Netting  a^saments  (e) 


Cdialeral 

OthM  (piMM  Sfwdfy) 


JI122B300OO0 
4.602.050.000 


FX<=Iyr 
Fi>2Mis(d) 


Total  danvative  produd 

nottonal/oontract  amount        4.408^9«0.000         r08e_90ejH)0.0«L        571.430.000.000  294.180.000,000        6472  263  000  000         1  629  051  000  000 

Gross  a»dil  expotures 
amounl  al  nsk  o( 
acoounDng  loss 


33  322  950  000 

517  000  000 
30  000  000 


Total  nel 
credit  exposure 


,6e,4eS^S0.0M        _.32/re,950.000 


Polwttal  lutur* 
•  (0 


19  110  000  000 


Total  Numtw  of  Respondents  lo  OuasDon  U 


(Above  amounts  represent  iDe  sum  of  individual  responses  | 


Page  166 


GACVGGD-94-133  FiiuuicUl  Derivatives 


237 


Appendix  III 

GAO'b  Survey  of  Ma^or  OTC  Dertvattvea 

Dealers 


General  Accounting  Offlc* 
OTC  Deri vUv—  Sucvy 


Appmximatety  how  many  different  countefT>arties  were  there  for 
al  of  your  firm's  OTC  derivstive  product  transactions  in  19927 
(Note:  please  consider  any  entity  for  wtiich  you  tiave  orte  or  mors 
master  netting  agreements  to  t>e  a  separate  counterpwty  ) 


Nixnber  of  Respondents 


22.592      [Sum  of  al  respondents] 
14^     Average  1.614 


What  pen»ntage  of  your  firm's  OTC  derivative  transactiom  are 
with  other  derivative  products  dealers  and  other  instftulions 
(localion  dalermlned  by  nationaity  of  head  office)? 


PefC8ntag6  si 
yew -end  1992 

counterparty 

NcHionaV 
coiKracI 
amourt 

^M  credit 
eipo«uf»n 

us. 

deilen 

21  .M% 

10.97% 

NoMJS 
dealera 

23.54% 

2718% 

CXtar 

5542% 

ei.87% 

T<M 

1000% 

100  0% 

Nun<tMro« 

14 

(Question  3  presents  the  owelghted  averege  of  aH  responderts. 
indnnduat  contract  amount  or  net  credit  exposure  as  tfjpficatM-] 
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Appendix  III 

GAO'a  Sorver  of  liI«lor  OTC  Derlvmtlve 

DeAlera 


1992  Results 

General  Accounting  Office 
OTC  Dertvatives  Survey 


Please  estimate  the  percentage  of  all  your  firm's  OTC  derivative 

transactions  that  are  subject  to  the  following  credit  risk 
reduction  techniques 


Percentage  of  notionat  /  contract  amount 


Year-End 
Technique  1992 


Enforceable 

netting  agreements  (a) 

74.89% 

Collateral 

4.82% 

Others  (specify) 

2.91% 

(a)  FASB  interp.  No.  39 

Number  of 

Respondents: 

12 

(Question  4  presents  the  weighted  average  of  all  respondents,  weighted  by 
individual  contract  amount  or  net  credit  exposure  as  applicable  ] 
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AppemUzm 

GAO's  Survey  of  M«ior  OTC  Derivatives 

Dealer* 


1992  Results 

General  Accounting  Oflice 
OTC  DeilvBtlves  Survey 


5.a. 


S.b. 


Please  indicale  the  percentage  of  your  OTC  derivative  portfolio 
(as  of  year-end  1992)  with  counterparties  rated,  after  aedit 
enhancement  (by  Moodys.  Standard  &  Poors,  or  Iheir  equivalent, 
including  internal  rating  criteria),  as  a: 


Percentage  of 


Notional  /  contract 
amount 
Investment  grade 
(BBB  or  above)  94.47% 

Non  investment  grade  5.53% 

Total  100.0% 

Number  of  Respondent 13 


Current 
credit  exposure 

93.78% 


6.22% 


100.0% 


[Question  5a  represents  a  wetghte 
average  (based  on  notional  contract 
amount  or  current  credit  exposure  a 
applicable)  of  all  responses] 


13 


Is  this  higher  or  lower  than  (he  wedil  quality  of  your  loan 
book  (if  any)? 


Higher_ 


Lower 


NA 


[Question  5  b  is  a  sum  of  all  responses.) 


Note:  Firms  not  responding  do  not  have  a 
loan  book  to  compare  credit  quality  against 
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Appendix  III 

GAO's  Survey  of  Major  OTC  Derivatives 

Dealers 


General  Accounting  Office 
OTC  Derivativas  Survey 


What  percentage  of  your  firms  pre-tax  revenues  were 
attnbutable  to  your  OTC  denvalives  business,  including 
increased  trading  revenues,  fee  income,  asset/tiabttity 
management,  propnetary  position  taking,  etc  (a  best  estin^^te 
may  be  appropnate)' 


Number  of 
Respondents 


[Question  6  is  a  simple  average  of  tndividual  responses  ] 


Ptease  provide  the  following  information  about  all  OTC 
denvative  product  credit  losses  lor  ttie  years  indicated 


Amount  of  credit 

exposure  wtien  Amount  Amount 
terminated  __             charged-off                  recovered 


259.199.775  246.088.463  10.500.000 


Please  indicate  the  amount  of  the  non-credrt  losses  incurred  on  your 
OTC  denvative  product  portfolio  that  resulted  from 
unanticipated  events,  e  g  .  mispnced  options,  employee  fraud, 
failure  of  internal  controls,  etc 


(Results  presented  for  questions  7  and  8  are 
a  sum  of  all  responses  ] 
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Appendix  III 

GAO*«  Snrvejr  of  Mi^or  OTC  Dertvatlves 

Dealers 


Gefterai  Accounting  Office 
OTC  OertvaUves  Survey 


Fof  your  poftlofio  at  year-end  please  indicale  Ihe  approxmate 
range  arxj  remainmg  average  We  ot  your  interesi  rale  and 
currency  swaps    Also,  please  indicale  the  average  remaining 
We  weighted  by  the  nobonalconiracl  arrounl  ot  the 
transactions    Please  specify  days,  nxmths,  or  years 

RcfnaMng  Tenor  at  Interest  Rale  Swaps: 

Range  of  matunlies  Weigtited 

average  Number  of 

Al  year^nd  Shortest  Longest  life Respondents 

1992orcwre  0  30  7X7  tA 


_  RenjoMng  Tenor  of  Currency  Swaps 

Range  o<  maturities  Weighted 

average  Number  of 

Aly«r-«»<»  Slwrtesl    _      ___Lpnflesl_  Me  Respondents 


1992arcwTe 


[Results  presented  (or  questons  9a  and  9b.  are 
a  weighted  average  of  all  responses  using 
nolnnal contract  amounl  as  tt>e  weight! 
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Appendix  III 

GAO's  Survey  of  Major  OTC  Derivatives 

Dealers 


General  Accounting  Office 
OTC  Derivatives  Survey 


Please  pfovide  the  current  credit  ratings  for  rhe  loiiowmg 
separate  entitrcs  wilhm  your  firm  where  applrcable  and  the 
name  o)  the  rating  agency    Please  indicale  the  entity  where  the 
bulk  o(  your  OTC  denvaitve  transactions  are  booked 


QUESTION  10  SUMMARY 


Standard  and  Poor's 

i 

Moodn 

B«l<». 

Prtmary 

Primary 

Inv»>lm»rt 

Booking 

Cradtl 

No 

RMlriQ 

*A* 

AA 

A*         A         A- 

p-1  ! 

P-2 

Aa 

Aal 

Aa2 

A1 

*2 

ta 

Srala 

EnUty 

Enbry 

Raspor>sa 

Holdng 

: 

1 

I 

Co<ii|»rj 

2 

2 

2          4 

1 

01 

11 

0 

1 

0, 

4 

1 

2 

1 

0 

3 

2 

1 

2 

1 

4          1 

0 

1 

ol 

0 

0 

1| 

2 

' 

0 

0 

6 

4 

5 

mmy 

i 

! 

Olhar  sfflllat*/ 

1 

1 

MJbsldlvy  (•  g 

3 

0 

1          0 

1 

o; 

01 

1 

0 

0 

0 

0 

0 

0 

4 

2 

7 

capiuj 

1 

1 

! 

! 

[Th«  abov*  Infonnstton  It  <*er1v»d  from  InlormaDon  provtdad  by 
••en  ttponOmnt     Htmwttr,  wach  rvapon)*  may  b*  ba>*d  on 
dlffwart  chlaria  ) 
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Gsneral  Accounting  Offica 
OTC  Denvfltrvas  Survey 


Please  indicate  Ihe  notcnaVconlraci  amounts  fof  the  total  of 
your  defrvative  transactions  along  with  the  related  amounts  at 
risk  of  accounting  loss  accordir>g  lo  Statement  of  Finanaal 
Accounting  Standards  [SFAS)  105    Please  show  how  this  amount  may 
be  affected  by  market  (actors  or  nsk  reductnn  techniques  such 
as  tlwse  listed  below  or  others  that  you  may  employ 


As  of  Year  End  1991 


MaresI 

rate 


Type  of  Product 


Cunency 

_de™atoresi[al_ 


Commodity, 
equity,  artd 
othef^(c) 


FX<=1yr 
F«>2wks(d) 


Total  derivative  product 

notronafcontract  amount  3.031.318,500.000        1  .O34.245.0OO.\)O0  447.441.500,000 


220.978.000.000        4  782  959.000.000  832  472  000  000 


26.049.000.000 


32.219.e00.000 


Gross  aedil  exposures 
antounl  at  risk  of 
sccounbng  loss 

Less 
Nettirtg  agreements  (e) 

CoDaleral 

Other  (please  specify) 

Total  nel 
credit  exposure 

Poientiai  future 
exposure  (f) 


Total  Number  of  Respor>denls  to  Question  lb 
{Atiove  amounts  represent  the  sum  of  individual  responses  ] 


104.199.500.000 

23.214.500.000 
4.583.100.000 


21.196.800.000 

153  000  000 
3.000,000 


75.904.900.000 
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General  Acooiinting  Office 
OTC  Derivatives  Survey 


Please  indicate  Ihe  rtotional/conliaet  amounts  fof  Ihe  lolal  ot 
your  denvalive  Iransactions  along  wrih  ihe  related  amounts  a1 
risk  o(  accounlifig  loss  according  lo  Statement  ot  Financial 
Accounting  Standards  (SFAS)  105    Please  stiow  how  this  arriounl  may 
be  affected  bv  market  factors  or  risk  reduction  tecnniques   such 
as  those  listed  below  or  others  that  you  may  emptoy 


Asof  Year  End  1990 


Interest 
rale 


Type  of  Product 


Currency 
derrva(ives|a] 


_/,'<J'_ly'_(b)___ 


Commodittr 
equity.  aiKl 
olher  (c) 


FX<=1yf 
Fx>2wks(d) 


Total  derivative  product 

notional/contract  amount  2.566,827,000.000  915,391000000  456.554  000,000  160.047.000.000        4.323.890^^,000  783  873000  000 


Gross  credit  exfxisures 
amount  at  risk  of 
accounting  kiss 

Less 

Netting  agreements  (e) 

Collateral 

Other  (please  specrfy) 

Total  net 
credit  exposure 


Potential  future 
eiposure (0 


20  458.000,000  23,535.000.000 


5,121.000,000 


2.551.000.000  61,226  000.000 

6.650000,000 

526,000  000 


54^050,000,000 


16,614  000  000 

254  000  000 

1  000  000 


16,35Q  000,000 


4.660. BOO  000 


Total  Number  of  Respondents  to  Question  1c 


(Amounts  represent  the  sum  of  all  respondents  1 
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1991.   1990  Results 

General  Accounting  Office 
OTC  Derivatives  Survey 


What  percentage  of  your  firnri's  OTC  derivative  transactions  s 
with  other  derivative  products  dealers  and  other  institutions 
(location  determined  by  nationality  of  head  office)? 


Type  of 
counterparty 

Percentage  at 

year  -  end  1990 

Notional/ 

contract          Net  credit 

amount           exposure 

Percentage  at 
year  -^nd  1991 
Notional/ 

contract          Net  credit 
amount           exposure 

US 
dealers 

22.93% 

13.38% 

2191% 

13.14% 

NonUS. 
dealers 

29.36% 

..A]*5% 

^4.85% 

25.16% 

Other 

47.71% 

65.22% 

53.26% 

61.70% 

Total 

100.0% 

100.1% 

100.0% 

100.0% 

Number  of 
Respondents: 

12 

12 

(Question  3  presents  the  weighted  average  of  all  respondents,  weighted  by 
individual  contract  amount  or  net  credit  exposure  as  applicable.] 
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1991.   1990  Results 

General  Accounting  Office 
OTC  Derivatives  Survey 


Please  estimate  the  percentage  of  all  your  firms  OTC  derivative 
transactions  that  are  subject  to  the  following  credit  risk 
reduction  techniques 


Percentage  of  notional  /  contract  amount 






Technique 

Year-End 
1990 

Year-End 
1991 

Enforceable 

netting  agreements  (a) 

72.95% 

73.88% 

Collateral 

V71%_ 

1.23% 

2.86% 

Others  (specify) 

1.79% 

(a)  FASB  Inlerp  No  39 

Number  of 
Respondents: 

11 

12 

[Question  4  presents  the  weighted  average  of  all  respondents,  weighted  by 
individual  contract  amount  or  net  credit  exposure  as  applicable.) 
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Gvnsral  Accounting  OfTtc* 
OTC  Dsrrvatjvs*  Survey 


Whal  percentage  of  youf  (nm  s  pte-laa  revenues  were 
attnbulable  lo  yoor  OTC  derrvalives  busmess  mcludrng 
incieased  trading  revenues  tee  rncome.  asset/Iiability 
managemenl  proprietary  positon  taking,  etc  (a  best  estimate 
may  be  aporopriale)'' 


Number  ol 
Respondents 


{Question  6  is  a  simple  average  of  in<J(vidual  responses] 


Please  provide  the  tollowing  mtormabon  about  all  OTC 
dematwe  product  oedil  tosses  for  (h«  years  irxlicaled 


Amount  of  credrl 

exposure  when 

Anwunl 

Amount 

terminated 

charged^n 

recovered 

1900 

41,725.000 

-^  ^4qj  88,000 

.0 

1991 

130  516  000 

102.516.000 

1894  334 

Please  irxltcale  the  amouni  of  the  non-credrt  losses  incurred  or^  your 
OTC  derivative  product  portfolio  that  resulted  from 
unanbapated  events  e  g    mispriced  optKins.  employee  fraud 
failure  of  internal  controls  etc 


(Results  presented  tor  queslons  7  and  8  a 
a  sum  of  an lesponses  ] 
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1991,   1990  Results 

General  Accounting  Office 
OTC  Derivatives  Survey 


For  your  portfolio  at  year-end.  please  indicate  the  approximate 
range  and  remaining  average  life  of  your  interest  rate  and 
currency  swaps    Also,  please  indicate  the  average  remaining 
life  weighted  by  the  notional/contract  amount  of  the 
transactions    Please  specify  days,  months,  or  years 


9a.  Remaining  Tenor  of  Interest  Rate  Swaps: 


Range  of  maturities  Weighted 

average  Number  of 

At  year-end               Shortest Lo09®?L_.                        ''*®  Respondents 

1990  0                        ..    .30                             2.61  9 

1991  0                                  30                             2.92  10 


9b.  Remaining  Tenor  of  Currency  Swaps: 

Range  of  maturities  Weighted 

average  Number  of 

At  year-end      Shortest Lop9?-?L  .                    '''^  Respondents 

1990  0                                  17                             3  05  10 

1991  0                                  18                             3  64  11 


[Results  presented  for  questions  9a  and  9b  are 
a  weighted  average  of  all  responses  using 
notional  contract  amount  as  the  weight ) 
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Narrative  Summaries 


11.  Please  describe  any  major  enhancements  your  firm  has  made  to 
ite  risk-management  systems  for  ore  and  exchange-traded 
derivative  products  within  the  last  3  years.  Please  indicate  the 
approximate  cost  of  these  improvements. 


Response  (1) 


"Over  the  past  3  years,  the  firm's  systems  development  capabilities  have 
increased  substantially.  In  addition,  the  administration  of  these 
risk-management  systems  has  been  enhanced  through  the  estabUshment  of 
a  centralized  market  risk-management  function.  AccompUshments  include: 

•  Purchased  and  implemented  a  front-end  position  keeping  system  for 
foreign  exchange. 

•  Implemented  above  system  in  overseas  branches. 

•  Completed  development  of  and  implemented  a  froniymiddle  office 
risk-management  system  for  currency  options,  including  exotic  options. 

•  Developed  proprietary  pricing  tools  for  interest  rate  derivatives. 

•  Upgraded  front/middle  offices  capability  for  commodity  derivatives. 

•  Installed  Bloomberg  analytics  for  fixed  income  trading. 

•  Developed  and  implemented  real-time,  global  credit  system  which 
monitors  current  mark-to-market  risk  as  well  as  potential  credit  risk  over 
the  life  of  each  term  transaction. 

•  Developed  and  began  implementation  of  a  global  credit  system  which 
combines  short  term  credit  ejqjosure  for  [foreign  exchange)  products  and 
derivatives  under  a  single  position  limit  per  counterparty  and  supports 
netting. 

•  Developed  and  implemented  a  current  and  historical  database  to  house 
customer,  trade,  and  market  data  for  the  full  breadth  of  funding,  trading 
and  derivative  products  which  will  support  risk  analysis. 

"Approximate  costs  (of  these  improvements  were)  $1.5  miUion  (for)  1990, 
$3.5  miUion  [for)  1991,  [and)  $6.0  million  (for)  1992." 


Response  (2) 


'We  consider  our  current  system  to  be  state  of  the  art,  measuring 
mark-to-market,  credit  risk,  and  all  other  aspects  of  trading  risk  on  a 
'real-time,'  worldwide  basis.  TTie  system  is  the  result  of  continual 
improvements  over  the  past  years.  In  the  past  3  years,  [ )  banks  combined 
their  swaps  and  optior\s  books  into  one  portfolio  to  look  at  the  portfoUo 
[as)  a  portfoUo  rather  than  (on)  a  deal-by-deal  basis.  In  1992,  we  combined 
the  derivatives  books  of  [  j. 
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"We  continually  employ  considerable  resources  to  develop  and  implement 
enhancements  to  the  (management  information  system)  and 
risk-management  systems.  Over  the  past  year,  we  expanded  our 
capabilities  in  the  international  derivatives  offices  to  utilize  the  [ ) 
derivatives  database  to  assist  the  pricing  and  handling  of  ore  and 
exchange-traded  derivatives.  We  are  presently  working  on  the 
development  of  a  new  [management  information  system]  platform  which 
will  allow  for  the  worldwide  credit  limit  and  profit/loss  processing  in  a 
much  easier  fashion  than  is  currently  used. 


"Cost  of  improvements  over  the  past  3  years  [was]  approximately 
$7.4  million." 


Response (3) 


"To  improve  risk  management,  a  new  swaps  system  was  completed  and 
installed  in  February  of  1992.  Following  this  were  newly  developed 
potential  exposure  and  extended  risk  reports.  There  was  also  a  manual 
data  integrity  check  of  all  active  contracts  completed  by  December  1992.' 


Response  (4) 


"ore  derivatives  support  systems  are  under  continual  review  and 
enhancement  Over  the  last  2  years,  a  system  has  been  developed  which 
will  measure  the  current  and  future  potential  exposure  of  a  designated 
portfolio  of  derivatives  under  a  counterparty  master  agreement 

"A  global  restructuring  of  front  and  back  office  systems  was  initiated  in 
1992.  The  first  phase  is  scheduled  for  implementation  in  1994.  The  cost  of 
this  project  is  anticipated  to  be  over  $10  million." 


Response  (5) 


"Over  the  last  3  years,  our  firm  has  moved  extensively  toward 
option-based  analytic  systems  run  in  a  workstation  enviroimient  for  risk 
management,  hedging,  and  pricing  in  the  derivatives  areas.  In  some  areas 
of  the  firm,  ore  positions  are  priced  and  monitored  on  a  real-time  basis.  In 
other  areas,  where  the  price  information  is  less  continuous  or  where  the 
products  are  more  complex,  risk  management  is  based  on  day-to-day 
mcinagement  The  goal  over  the  next  few  years  is  to  move  to  real-time 
monitoring  in  all  derivatives  areas. 

"The  risk  management  of  derivatives  in  the  firm  is  based  on  option  models. 
These  models  have  been  developed  within  each  of  the  risk  areas  by  a 
research  staff  that  is  knowledgeable  in  the  specific  market  where  the 


Pa«e  170 


GAOAiGD-94-133  Financial  DerlvaUves 


251 


Appendix  111 

GAO'8  Surrey  of  Uator  OTC  Derivatives 

Dealers 


model  is  to  be  j^)plied.  Thus,  the  development  of  the  risk-management 
analytics  is  decentralized.  However,  the  resulting  analysis  is  aggregated  for 
use  in  the  global  risk  management  division  of  the  firm.  The  risk 
management  is  thus  done  at  both  a  desk  and  division  level  (for  a  micro 
view)  and  at  a  firm  level  for  an  aggregate  (macro  view  of  risk). 

The  output  of  these  models  provides  not  only  theoretical  marks,  that  give 
a  measure  of  theoretical  position  value  and  (profit  and  loss),  but  also  the 
usual  measures  of  risk  exposure — delta,  gamma,  kappa,  and  rho.  Many 
areas  are  also  moving  toward  using  scenario  analysis  to  evaluate  the 
implications  of  large  moves  in  the  market  and  'outlier'  events  on  the  [profit 
and  loss]  of  the  positions." 


Response  (6) 


"This  is  a  very  broad  question.  [ )  had  m^or  systems  projects  oriented 
around  derivatives  ( ],  and  these  have  continued  ( ].  Their  common  goals 
have  been  to  upgrade  accounting  and  processing  capacities,  enhance 
front-end  analytics  and  portfolio  [management  information  system), 
multiply  zero  curve  constructions,  expand  option  pricing  and  simulation 
abilities,  and  move  toward  a  common  delivery  platform  fi-om  which  more 
all  embracing  eamings-at-risk  measurements  can  be  made  for  both  market 
risk  and  credit  risk-management  purposes.  Many  costs  have  overlapped 
with  operations  and  financial  reporting  projects  [ ).  A  very  rough 
order-of-magnitude  estimate  of  the  total  is  $30  million." 


Response  (7) 


"Over  the  last  3  years,  [ )  has  made  significant  efforts  toward  worldwide 
implementation  of  both  the  infi-astructure  and  applications  to  facilitate 
risk  management  of  ore  and  exchange-traded  derivative  products.  These 
efforts  have  consisted  of  implementation  of  a  Unix-based  global  pricing 
and  risk-management  application  for  our  high-volume  swap  products  [ ), 
the  deployment  of  a  parallel  processing  network  for  pricing  and  hedging 
the  more  computer-intensive  mortgage  products,  [and]  the  integreition  of 
real-time  feeds  as  well  as  the  ongoing  development  of  analytical  models 
and  risk-management  capabilities  for  exotic  derivatives.  ( )  has  expended 
an  estimated  $15  million  over  the  last  3  years  for  all  hardware,  software 
and  personnel  associated  with  these  efforts." 


Response (8) 


The  primary  risk-management  groups  within  the  derivatives  business 
include  the  dollar  swj^s  and  nondollar  groups,  which  have  collectively 
spent  approximately  $8  million  on  enhancements  over  the  past  3  years. 
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"A)  Msuor  enhancements  for  the  dollar  swaps  group  include: 

(a)  Development  of  a  comprehensive  derivatives  administration  system 
which  performs  all  back-office  activities  for  swaps,  caps,  floors, 
swaptions,  and  index  amortizing  swaps.  The  system  maintains  a  unified 
SQL  database,  which  is  used  for  all  risk-management  functions. 

(b)  Enhanced  risk  analysis  and  modelling  capabiUties.  New  models 
include  a  multifactor  Monte  Carlo  model  for  valuing  and  hedging  lAR's  and 
other  path-dependent  derivatives  and  a  closed-form  arbitrage-free 
one-factor  model  for  valuing  and  hedging  swaptions  and  caps.  These 
models  faciUtate  a  comprehensive,  daily  analysis  of  portfolio  risk. 

The  estimated  cost  of  these  enhancements  is  $3  million  to  $4  million;  most 
of  this  expense  is  due  to  (a). 

"B)  The  derivative  products  risk  management  group  [  )  supports  all  the 
analytic  needs  of  1 1  non-dollar  swap  group.  The  products  covered  are 
swaps,  interest  rate  options,  currency  optior\s,  and  most  recently, 
commodity  derivatives.  Most  development  work  is  on  exotics,  primarily 
power,  barrier,  and  path  dependent  derivatives.  The  group's  main  product 
is  an  integrated  pricing  and  risk-management  system  that  is  used  to  price 
and  manage  the  risk  of  these  products.  The  models  used  include  Black  & 
Scholes  for  European  options,  binary  and  quadrlnomial  trees  for  exotic 
(foreign  exchange)  options,  Monte  Carlo  simulation  for  certain  path 
dependent  options,  l-factor  tree  models  for  single-currency  interest  rate 
options,  2-factor  models  for  dual-currency  interest  rate  options,  and 
3-factor  models  for  interest  and  (foreign  exchange]  rate  dependent 
options.  The  analytics  support  group  is  comprised  of  seven  professionals 
(up  from  two  3  years  ago)  and  is  expected  to  grow  50  percent  next  year. 
Cost  for  the  past  3  years  is  approximately  $3  million.  There  is  also  a  new 
10  person  group  for  developing  back-office  systems  to  support  (  ] 
derivatives  business.  This  cost  approximately  $1.5  million  a  year." 


Response  (9)  "Over  the  past  3  years,  (  )  has  made  a  number  of  enhancements  to  existing, 

as  well  as  investments  in  new,  front-end  and  back-office  risk-management 
systems  for  derivative  products,  including  the  following: 

•  A  new  credit  exposure  system  is  in  development  which  allows  derivative 
exposure  to  be  aggregated  by  counterparty  within  or  across  product  Unes 
and  allows  for  various  other  credit  related  analytics  to  be  performed. 
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A  new  interest  rate  swap  system  has  been  developed  and  recently 

enhanced  with  a  credit  risk-management  module  which  calculates 

potential  future  credit  exposure  by  counterparty. 

An  oU  and  grain  risk-management  system  has  been  developed  which 

includes  valuation,  tracking,  and  analytical  features. 

A  new  system  has  been  developed  for  monitoring  and  valuing  embedded 

transactions. 

A  new  proprietary  trading  and  risk-analysis  system  has  been  developed 

which  values  and  monitors  the  firm's  exposure  related  to  derivatives  and 

other  proprietary  firm  positions. 

A  new  system  is  in  development  to  facilitate  the  aggregation,  reporting, 

and  analysis  of  information  about  derivatives  and  other  products  in 

accordance  with  the  new  Securities  and  Exchange  Commission 

requirements. 

A  new  system  has  been  developed  to  monitor  and  analyze  net  capital 

charges  related  to  derivatives  and  other  firm  proprietary  positions. 

A  new  OTC  options  portfolio  system  has  been  developed  which  performs 

position  keeping,  pricing,  and  risk  analysis  utilizing  real-time  atnalytics. 

A  globally  networked  valuation  and  risk-management  system  has  been 

developed  for  OTC  and  exchange-traded  equity  derivative  products.  The 

system  provides: 

trade  entry  directly  into  the  books  and  records  of  the  firm; 

real-time  position  retrieval; 

valuation  and  hedging  models  for  a  wide  variety  of  listed  and  orc 

derivatives  on  international  indexes  and  individual  stocks;  [and] 

risk-maiuigement  software  that  computes  the  whole  portfolio's  net 

exposure  to  independent  and  correlated  changes  in  equity  market  levels, 

interest  rates,  volatilities,  etc. 

"Managers  can  obtain  detailed  position  reports  that  show  the  current 
theoretical  value  of  the  whole  portfolio  or  any  part  of  it  They  can  also 
obtain  risk  reports  that  show  how  this  value  changes  over  a  specified 
range  of  market,  volatility,  and  other  parameter  levels,  finally,  they  can 
estimate  their  credit  exposure  to  individual  counterparties. 

"The  cost  of  these  improvements  is  approximately  $45  million." 
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12.  Please  briefly  describe  the  steps  your  firm  takes  to  control  the 
various  types  of  legal  risk  involved  in  ore  derivative  product  use. 
For  example,  steps  your  firm  takes  to  ensure  that  contracts  used 
are  legal;  that  the  counterparties  are  authorized  to  enter  into 
contracts;  and  that  material  contract  provisions,  such  as  netting 
agreements,  are  enforceable  and  not  subject  to  misinterpretation. 


Response  (1) 


"Negotiation  of  legal  agreements  is  conducted  by  staff  under  the  direction 
of  in-house  counsel  in  the  mjuor  geograpiiic  regions.  As  deemed 
necessary,  legal  opinions  will  be  obtained  ftom  counterparties  or  our  owrn 
counsel  to  support  the  enforceability  of  the  agreements.  Enforceability  of 
netting  is  determined  on  the  basis  of  opinions  of  counsel  and  based  on 
such  opinions  the  corporation's  credit  policy  committee  will  determine 
whether  netting  is  to  be  considered  enforceable  within  a  specific 
jurisdiction  for  specific  types  of  transactions.  Overall  policies  governing 
terms  of  the  master  agreement  are  set  by  the  corporation's  credit  policy 
committee.  Exceptions  to  policy  may  require  the  approval  of  the  office  of 
corporate  finance  or  credit  policy  committee." 


Response (2) 


"It  is  our  poUcy  to  require  swap  counterparties  to  execute  isda  master 
swap  agreements  (there  are  certain  exceptions  for  short-term  transactions 
conducted  under  British  Bankers  Association  terms;  ore  currency  options, 
which  are  generally  documented  under  the  International  Currency  Option 
Market  Master  Agreement;  and  for  isolated  transactions  that  may  be 
otherwise  documented).  It  is  also  our  policy  to  obtain  enforceability 
opinions  fi-om  counsel  to  counterparties  [that]  are  not  swap  dealers.  These 
opinions  address  issues  [about  the]  [  ]  organization  of  the  counterparty, 
the  authority  of  the  person  executing  the  agreement  on  behalf  of  the 
counterparty,  and  the  power  of  the  counterparty  to  enter  into  and  perform 
the  agreement,  as  well  as  the  general  enforceability  of  the  agreement.  We 
also  require  coimterparties  to  provide  evidence  of  the  corporate 
authorization  of  execution  and  performance  of  the  agreement  (e.g.,  a 
certified  copy  of  the  board  resolution)  and  of  the  authority  of  the  person 
signing  the  agreement  on  behalf  of  the  counterparty  (e.g.,  a  certificate  of 
incumbency). 

"In  addition  to  receiving  enforceability  opiiuons  from  counsel  to 
counterparties,  we  review  opinions  with  respect  to  netting  and  other 
issues  bearing  on  the  enforceabiUty  of  swap  agreements. 
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"We  obtain  opinions  from  counsel  in  various  countries  as  well  as  from  isda 
and  other  sources.  We  are  also  active  participants  in  various  committees, 
with  the  counsel  to  leading  U.S.  derivatives  dealers,  to  discuss  issues 
relating  to  derivatives  transactions,  such  as  netting,  enforceability,  and 
contract  development" 


Response  (3)  "From  time  to  time,  standard  documents  are  reviewed  by  both  in-house 

and  outside  counsel.  In-house  attorneys  involved  in  the  m^ority  of  all 
negotiations  of  agreements  require  counterparties  to  provide  evidence  of 
authority  to  enter  into  contracts  (e.g.,  resolutions,  statutes).  With  respect 
to  material  contract  provisions,  such  provisions  are  individually 
negotiated,  and  attorneys  are  kept  up-to-date  on  the  current  state  of  law 
via  outside  counsel  and  professional  reading.  In  addition,  attorneys  and 
document  staff  regularly  attend  professional  seminars.  All  contracts  [are] 
reviewed  by  attorneys  prior  to  execution.  In  the  ordinary  course  of 
business,  legal  opiiuons  are  requested  and  obtained  from  counterparties  as 
to  authorization  and  enforceability." 


Response  (4)  "We  attempt  to  employ  standard  isda  master  agreements  to  cover  as  many 

counterparties  and  as  many  products  as  possible,  because  of  the  legal  'due 
diligence'  that  has  been  performed  by  the  isda  working  groups  in 
developing  these  agreements.  We  have  also  relied  on  the  legal  opinions 
obtained  by  isda  with  respect  to  the  effectiveness  of  the  isda  agreement  in 
the  principal  legal  jurisdictions  around  the  world,  including  with  respect  to 
the  enforceability  of  netting  agreements.  We  have  also  obtained 
supplementary  or  additional  legal  opinions  on  the  isda  agreements  when 
we  believe  it  is  warranted.  AH  non-lSDA  forms  of  agreements  are  reviewed 
by  our  counsel  group. 

"Legal  due  diligence  as  to  counterparty  Jiuthority  and  authorization  is 
generally  accomplished  pursuant  to  the  requirements  of  our  standard 
forms  of  isda  sigreements,  which  require  that  the  counterparty  furnish 
evidence  of  authority  and  authorization  to  enter  into  the  contracts.  This 
evidence,  which  may  consist  of  'signature  books'  of  financial  institutions, 
or  incumbency  certificates,  or  other  evidence  of  authority,  becomes  part 
of  the  counterparty  file.  For  nonstandard  transactions  or  counterparties 
(such  as  entities  formed  pursuant  to  specific  statute  rather  than 
generally-empowered  corporations,  or  political  subdivisions  and 
government  entities),  we  may  require  delivery  of  an  opinion  of  counsel  for 
the  counterparty. 
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"We  also  conduct  our  own  legal  investigations  on  questions  of  legal 
capacity  for  particular  classes  of  some  counterparties  by  seeking  advice 
from  our  own  counsel" 


Response  (5) 


'Our  firm  utilizes  standard  credit  and  legal  practices  prudent  in  the  normal 
course  of  business.  These  would  include  but  are  not  limited  to  the 
following:  (i)  requesting  corporate  resolutions  when  appropriate,  (ii) 
seeking  legal  opinions  from  outside  counsel,  (iii)  evaluating  the  ability  to 
perform  and  enforce  all  contracts,  (iv)  evaluating  on  a  country-by-country 
basis  the  effects  of  netting,  and  (v)  evaluating  relevant  rules  and  statutes. 
Additionally,  the  credit  department  reviews  and  approves  all  long-dated 
[foreign  exchange]  contracts  and  all  swap  transactions." 


Response  (6) 


'Our  documentation  policies  require  that  a  master  agreement  be  in  place 
before  any  transaction  is  committed,  that  the  standard  isda  contract 
(vetted  worldwide)  be  used,  that  we  receive  a  corporate  resolution 
regarding  derivatives  activity,  and  that  counterparties  meet  the  standards 
of  'eligible  swa^)  participants'  per  cftc  regulation.  We  ensure  our 
confirmation  of  each  transaction  goes  out  within  24  hours  and  is  traced 
relentlessly  until  it  is  matched  by  the  counterparty.  In  the  United  States, 
netting  is  recognized  in  Financial  Institutions  Reform,  Recovery  and 
Enforcement  Act  of  1989  and  the  corporate  bankruptcy  code.  Elsewhere, 
in  the  absence  of  explicit  recognition  or  precedent,  we  rely  on  reasoned 
opinion  of  local  counsel,  but  we  also  measure  and  manage  credit 
exposures  on  a  gross  (unnetted)  as  well  as  net  basis." 


Response  (7) 


"We  execute  an  isda  master  agreement  with  every  counterparty  that  enters 
into  [a]  derivative  trades  with  us.  This  master  agreement  typically  will 
require  the  delivery  of  a  legal  opinion.  In  the  opinion,  the  counterparty 
opines  that  they  have  the  legal  authority  to  do  swaps  and  that  the  swap  is 
an  enforceable  obUgadon.  In  lieu  of  a  legal  opinion,  we  ask  for  appropriate 
evidence  of  authority.  We  have  conducted  a  survey  of  several  of  our 
largest  Jurisdictions  and  have  confirmed  what  should  be  the  appropriate 
evidence  depending  the  type  of  institution.  Only  if  we  receive  this 
appropriate  evidence  will  we  waive  the  legal  opinion  requirement 
ENidence  is  often  board  resolutions  (authorizing  the  corporation  to  engage 
in  derivative  trades)  and  an  incumbency  certificate  from  the  corporate 
secretary.  Prior  to  doing  trades  with  unusual  institutions  or  corporations 
incorporated  in  unfamiliar  jurisdictions,  we  typically  will  verify  with  local 
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coimsel  (and/or  have  extensive  discussions  with  counsel  for  the 
corporation)  concerning  suitability  and  enforceability.  This  is  done  on  a 
case-by-case  basis." 


Response (8) 


'Our  law  department  employs  in-house  lawyers  who  specialize  in 
derivatives.  They  represent  both  the  credit  and  product  areas  of  our  firm 
and  oversee  all  legal  aspects  of  our  derivatives  business.  This  includes 
regulatory  compUance  matters  relating  to  securities,  commodities,  and 
banking  laws  in  the  different  jurisdictions  in  which  we  operate.  They  also 
address  issues  relating  to  creditors'  rights,  bankruptcy,  contract 
enforceability  (including  netting  agreements)  and  counterparty  authority. 
Our  firm's  decision  not  to  deal  with  English  local  authorities  was  based  in 
part  on  legal  advice  rendered  by  these  professionals,  and  our  firm  suffered 
no  losses  fi-om  the  (  ].  From  time  to  time,  these  lawyers  may  consult 
outside  counsel,  and  they  participate  in  industry  trade  associations  and 
central  bank  conunittees  to  keep  abreast  of  legal  developments." 


Response  (9) 


"I )  has  established  standard  documentation  procedures  and  policies  for 
managing  various  legal  risks  that  arise  in  connection  with  the  execution 
and  documentation  of  otc  derivative  transactions.  The  firm  has  two  units 
dedicated  entirely  to  documenting  derivative  transactions  at  the 
confirmation  and  master  agreement  stages,  respectively.  Standard 
practices  are  in  place  to  minimize  the  risk  that  agreements  with 
counterparties  might  be  unenforceable,  including  obtaining  representation 
from  counterparties  with  respect  to  the  enforceability  of  agreements  with 
such  counterparties  and  seeking  legal  opinions  from  counsel  with  respect 
to  the  agreements.  Additional  documentation  requirements  have  been  put 
into  place  for  counterparties,  such  as  municipalities  and  mutual  funds, 
whose  authority  to  engage  in  derivative  transactions  may  be  limited. 
Where  appropriate,  the  firm  retains  outside  counsel  expert  in  the  area  of 
law  under  which  a  prospective  counterparty  is  operating  to  advise  ( J  in 
connection  with  the  authority  of  the  counterparty  to  engage  in  derivative 
transactions.  In  instances  in  which  serious  concerns  can  be  raised  about 
the  effectiveness  of  netting,  it  is  the  firm's  policy  to  consider  the 
prospective  credit  risk  of  the  counterparty's  activities  on  both  a  gross  and 
a  net  basis." 


Response (10) 


"I )  and  its  affiliates  dealing  in  ore  derivatives  take  the  following  steps  to 
control  various  types  of  legal  risk  involved  in  otc  derivative  product  use. 
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First,  the  legal  department  cooperates  with  the  capital  markets,  trading 
and  other  product  development  areas  of  the  firm  to  determine  whether  the 
product  or  transaction  is  subject  to  regulation  and  to  establish  procedures 
to  ensure  compliance  with  these  regulations.  For  example,  OTC  options  on 
securities  or  securities  indexes  are  subject  to  federal  and  state  securities 
laws  and  to  the  rules  of  various  self-regulatory  organizations,  such  as  the 
National  Association  of  Securities  Dealers  and  The  New  York  Stock 
Exchange,  as  well  as  federal  rules  relating  to  the  extensions  of  credit 
(Regulation  T).  Analysis  is  also  performed  to  assure  that  a  contract  or 
transaction  is  not  subject  to  the  Commodity  Exchange  Act  (the  act)  or  if  it 
is,  that  the  transaction  is  subject  to  one  or  more  of  the  exemptions 
contained  in  the  act  or  cftc  regulations  thereunder.  Gambling  or  'bucket 
shop'  laws  are  also  reviewed. 

"Second,  the  firm  and  its  various  divisions  exercise  due  diligence  to 
establish  that  counterparties  and  customers  have  the  legal  capacity  and 
authority  to  engage  in  each  category  of  derivative  trai\sactions  which  they 
may  contemplate  doing  with  the  firm.  This  due  diligence  includes 
obtaining  copies  of  the  corporate  documents  or  partnership  agreements, 
certified  copies  of  board  resolutions,  prospectuses  (in  the  case  of  mutual 
funds),  and  where  deemed  appropriate,  legal  opinions.  Extra  steps, 
including  the  review  of  applicable  statutory  authority,  in  consultation  with 
local  counsel,  are  undertaken  with  reject  to  counterparties  which  are 
governmental  or  quasigovemmental  entities. 

Third,  in  connection  with  transactions  with  counterparties  domiciled  in 
jurisdictions  not  governed  by  the  laws  of  the  Uivited  States  or  any  state,  we 
routinely  consult  with  local  counsel  with  respect  to  the  ability  of  [ )  or  its 
affiliates  to  engage  in  the  transaction  in  that  jurisdiction  and  with  respect 
to  the  enforceability  of  the  contract  or  agreement  used  for  the  particular 
transaction. 

"Fourth,  ( )  routinely  uses  master  agreements  for  ore  derivatives 
transactions  including  options  and  swaps.  Risk-reduction  techiuques, 
including  cross-default  provisions  and  bilateral  close-out  netting,  are 
routinely  contained  in  this  documentation.  We  also  routinely  require 
counterparties  to  sign  and  return  confirmations  of  transactions  to  ensure 
the  accuracy  of  the  terms  of  particular  trades. 

"Fifth,  the  credit  department  of  the  firm  is  consulted  concerning  any 
counterparty  engaging  in  derivatives  transactions  with  ( ].  In  cases  where 
margin  is  not  required  by  law,  credit  enhancement  or  collateralization  of 
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exposures,  where  appropriate,  are  covered  by  the  appropriate  agreements, 
which  are  reviewed  by  counsel  to  ensure,  to  the  extent  possible, 
perfection  of  security  interest  in  collateral" 


Response  (11) 


"All  schedules  to  master  contracts  and  all  tailored  confirmations  are 
reviewed  by  the  legal  department  for  sufficiency  and  enforceability.  Due 
diligence  is  performed  with  respect  to  the  due  authority  of  a  counterparty 
to  [aj  contract  for  the  trade  including,  but  not  limited  to,  a  review  of 
charter  authority,  corporate  resolutions  relative  to  corporate  or  entity 
authority,  corporate  resolutions  relative  to  the  authority  and  incumbency 
of  signatories,  and  relevant  statutes  or  ordinances  regarding  authority. 
Also,  the  product  is  reviewed  to  determine  if  it  is  eligible  for  trading  off  an 
exchange  and  with  due  regard  to  any  dealer  registration  implications." 

13.  Please  provide  any  additional  comments  you  may  wish  with 
regard  to  otc  derivative  product  activities.  Attach  additional  pages 
if  you  care  to. 


Response  (1) 


"In  order  for  the  OTC  derivative  product  market  to  continue  to  grow  and 
flourish,  market  participants  must  be  assured  that  the  legal  and  regulatory 
regimes  in  which  they  operate  effectively  reduce  counterparty  credit 
exposure  and  legal  risks  to  the  greatest  extent  possible.  Market 
participants  have,  through  industry  groups  and  trade  orgaiuzations, 
brought  about  legislative  and  regulatory  reforms  in  various  jurisdictions. 
The  grant  of  exemptive  authority  to  cftc  and  the  exercise  of  that  authority 
to  create  exemptions  from  the  exclusivity  provisions  of  the  Commodity 
Exchange  Act  for  swaps  and  hybrid  instruments  is  an  example  of 
successful  collaboration  by  market  participants,  legislators  and  regulators. 
But  uncertainty  remains  on  many  issues  both  in  the  United  States  and 
abroad.  The  eirforceability  of  close-out  netting  arrangements  outside  the 
United  States,  the  status  of  multiproduct  master  agreements,  and  the  legal 
capacity  issues  for  regulated  and  public/municipal  entities  are  but  a  few  of 
the  issues  which  require  clarification. 

"Despite  the  progress  of  market  participants  to  date,  only  through  the 
active  efforts  of  legislative  and  regulatory  authorities  can  legal  certainty  on 
many  of  these  issues  be  achieved.  We  would  welcome  increased 
involvement  by  legislators  and  regulatory  authorities  in  the  United  States 
and  abroad  to  promote  reforms  which  would  clarify  these  issues  in  the 
context  of  otc  derivative  products.  Such  an  effort,  however,  must  proceed 
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in  coivjiinction  with  market  participants  so  that  the  reforms  are  workable 
and  are  reflective  of  the  marketplace  for  the  various  types  of  transactions. 
Given  the  strong  international  and  cross-border  nature  of  the  ore 
derivative  products  market,  we  would  also  hope  that  such  efforts  would 
be  undertaken  in  coryunction  with  legislators  and  regulatory  authorities 
abroad.  Moreover,  the  recently  published  Group  of  "nUrty  global 
derivatives  study  specifically  recommended  an  aggressive  approach  [by] 
legislators  and  regulators  worldwide  to  eliminate  such  legal  risks." 

Response  (2)  'Although  given  the  relatively  short  notice  we  were  unable  to  provide  ( ] 

data  on  our  derivative  portfolio,  we  are  confident  that  the  trends  are 
favorable.  The  current  quality  of  the  portfolio  has  steadily  improved,  and 
our  ability  to  monitor  £ind  manage  all  forms  of  risk  is  increasing.  We  are 
confident  that  the  risks  generated  by  derivatives  will  remain  low  by 
traditional  banking  standards." 

Response  (3)  "We  believe  the  bulk  of  derivative  trades  are  commercial  transactior«,  not 

securities  or  futures,  and  consequently  are  urtregulated.  If  the  product  is  a 
security,  due  regard  is  given  to  security  law  regulation,  dealer  registration 
and  net  capital  requirements,  if  applicable. 

"We  believe  the  credit  ai\alysis  performed  by  a  dealer  in  regard  to  a 
counterparty  and  any  reserving  for  credit  loss  exceeds  that  which  might 
reasonably  be  imposed  by  any  regulator.  In  fact,  any  regulatory  threshold 
of  creditworthiness  might  prove  harmful  to  the  markets  if  it  were  below 
what  a  responsible  dealer  might  set  for  its  own  protectiorL  Such  lower 
threshold  might  permit  a  dealer  that  otherwise  would  not  meet  a 
market-based  creditworthiness  standard  to  claim  full  adherence  to  the 
(lower)  regulatory  creditworthiness  threshold,  which  in  turn  might  induce 
a  less  sophisticated  counterparty  or  end-user  to  trade  with  that  dealer." 
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To  estimate  the  notional/contract  amounts  for  foreign  exchange  forwards 
and  OTC  options  held  worldwide,  we  reviewed  nine  databases  containing 
information  about  derivatives  activity.  Four  of  the  databases  (1  through 
4)  are  industry-produced  compilations  of  derivatives  data  obtained  from 
the  financial  reports  of  individual  companies.  Five  others  (5  through  9)  are 
Federal  Reserve  databases  produced  from  information  that  U.S. 
commercial  banks  provide  directly  to  their  regulators.  We  also  created  our 
own  database  (number  10)  from  information  about  derivatives  activity  on 
individual  companies  and  institutions  obtained  from  various  industry 
sources  and  contained  in  financial  reports.  Information  from  these 
databases  is  shown  in  table  IV.  1. 
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Table  IV.1 :  Summary  of  the  Notjonal/Contract  Amounts  of  the  1 0  Databases  That  Were  the  Basis  for  GAO's  Methodology 

Dollars  in  billions 

Source  and  description  of  databases 

Total  derivatives 

Interest  rate 
derivatives 

Foreign 

exchange 

derivatives 

Equity  and 
commodity 
derivatives 

Nonallocable 
derivatives 

( 1 )  Swaps  Monitor  50  largest  global 
dealers  as  of  year-end  1992 

$25,985 

$10,844 

$9,757 

$874 

$4,510 

(2)  Swaps  Monitor  1,139  fimns  as  of 
year-end  1992 

15.451 

5,115 

5.675 

a 

3,661 

(3)  Swaps  Monitor  999  firms  as  of 
year-end  1991 

11.770 

4.529 

4.765 

a 

2,476 

(4)  Swaps  Monitor  808  firms  as  of 
year-end  1990 

6.857 

3,141 

3,716 

a 

0 

(5)  Federal  Reserve  call  report  (RC-L) 
data  for  US,  banks  for  first  quarter  of 
1992 

8.097 

4.182 

3,737 

178 

0 

(6)  Federal  Reserve  RC-L.  data  for  U.S. 
banks  as  of  year-end  1991 

7,446 

3.836 

3,472 

138 

0 

(7)  Federal  Reserve  RC-L  data  for  U.S. 
banks  as  of  year-end  1990° 

6,784 

3.310 

3.392 

82 

0 

(8)  Federal  Reserve  consolidated 
fiolding  company  report  (Y-9)  data  for 
US  banks  as  of  year-end  1992 

8.789 

4,892 

3,783 

114 

0 

(9)  Federal  Reserve  Y-9  data  for  U.S. 
banks  as  of  year-end  1991 

7,330 

3.853 

3,369 

108 

0 

(10)  GAO  global  database  of  875  firms 
as  of  year-end  1991" 

24,708 

10.752 

9,537 

678 

3,741 

Note  The  10  databases  overlap  with  respect  to  the  data  they  contain  and  include  double 
counting  of  some  contracts  Specifically,  the  five  Federal  Reserve  databases  {5.  6.  7.  8,  and 
9)  contain  data  only  lor  U  S  banks  and  U  S  branches  of  foreign  banks  The  Federal  Reserve  call 
report  (RC-L)  databases  (5,  6,  and  7)  contain  derivatives  data  for  the  main  banks  but  not  the  bank 
holding  companies  or  consolidated  entities.  The  Federal  Reserve  consolidated  holding  company 
report  (Y-9)  databases  (8  and  9)  contain  derivatives  data  on  US  bank  holding  companies  and 
consolidated  entities  The  other  five  databases  (1 ,2,3,4,  and  10)  contain  data  on  all  types  of  firms, 
including  US  banks  Databases  2,  3,  and  4  contain  data  on  US  financial  and  nonfinancial  firms 
and  U  S  branches  of  foreign  banks  Database  1  captures  the  50  largest  U  S  and  foreign 
derivatives  dealers  as  of  year-end  1992  on  the  basis  of  available  information  Database  10 
captures  the  major  dealers  as  of  year-end  1991  but  also  captures  other  US  and  foreign  firms, 
financial  and  nondnancial  firms,  and  dealers  and  end-users. 

*No  data  trtcluded  on  equity  and  commodity  derivatives. 

"•Database  10  contains  no  information  on  institutions  that  may  be  usir>g  derivatives  lo  hedge  their 
large  holdings  in  the  stock  and  bond  markets  These  institutions  include  college  endowments, 
louidations.  mutual  funds,  and  union  funds  Notiorial/contract  data  for  these  institutions  were 
impractical  or  impossible  to  obtain. 

Sources:  Swaps  Monitor  Publications,  Inc  .  various  annual  reports,  Derivatives  Strategy  &  Tactics. 
Inc  .  arxl  the  f^ederal  Reserve 
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Appendix  IV 

Methodology  Used  to  Develop  GlobaJ 
Eatlmates  for  Foreign  Exchange  Forwards 
and  OTC  Options 


We  separated  the  notional/contract  amounts  of  each  of  the  10  databases 
into  the  following  five  categories:  (1)  total  derivzitives,  (2)  total  interest 
rate  derivatives,  (3)  total  foreign  exchange  derivatives,  (4)  total  equity  and 
commodity  derivatives,  and  (5)  total  nonallocable  derivatives. 
Nonallocable  derivatives  are  data  that  we  could  not  separate  into  the  other 
categories. 

We  calculated  the  relative  size  of  foreign  exchange  derivatives  in  the  10 
databases  in  2  ways.  First,  we  calculated  foreign  exchange  derivatives  as  a 
percentage  of  total  derivatives  (see  table  IV.2),  and  second,  foreign 
exchange  derivatives  as  a  percentage  of  interest  rate  derivatives  (see  table 
IV.3).  We  selected  the  method  that  yielded  the  most  conservative 
(smallest)  estimates  of  foreign  exchange  derivatives  held  globally  as  of  the 
end  of  each  fiscal  year  (see  table  rv.4).  From  these  estimates  we 
subtrjicted  industry  estimates  for  currency  swaps,  foreign  exchange 
futures,  and  exchange-traded  currency  options  held  globally.  The  net 
amounts  are  our  estimates  for  foreign  exchange  forwards  and  otc  option 
contracts  held  worldwide  as  of  each  year-end  firom  1989  through  1992  (see 
table  rv.5).  We  added  our  estimates  for  foreign  exchange  forward  and  otc 
option  contracts  held  worldwide  to  the  industry  estimates  for  other 
derivatives  to  arrive  at  new  estimates  for  total  derivatives  held  worldwide 
as  of  each  year-end  from  1989  through  1992  (see  table  rv.6). 

Because  the  10  databases  are  not  statistical  samples  of  the  global 
derivatives  markets,  we  could  not  compute  valid  statistical  estimates  of 
foreign  exchange  forwards  and  otc  option  contracts  held  worldwide.'  The 
10  databases  were  judgmentally  selected  samples  because  the  types  of 
firms  and  institutions  included  were  based  on  specific  criteria  (see  the 
notes  to  table  FV.l  for  details).  The  10  databases  overlap  with  respect  to 
the  data  that  they  contain  (see  note  "a"  to  table  IV.  1  for  details).  E^h 
sample  was  subject  to  limitations  on  available  data  and  time. 

Table  IV.2  shows  foreign  exchange  derivatives  as  a  percentage  of  total 
derivatives  for  the  10  databases.  It  shows  the  percentages  selected  under 
the  conservative  approach  and  used  in  methodology  1. 


'We  could  not  create  a  statistical  sample  of  derivatives  held  woridwide  for  two  reasons,  Fiist,  we  could 
not  obtain  or  create  a  listing  of  the  population  (sainpling  frame).  The  population  would  consist  of  all  of 
the  firms  and  institutions  in  the  world.  Second,  even  if  a  sampling  frame  were  created,  we  could  not 
successfully  pull  a  statistical  sample  from  it  because  derivatives  nouonal/contract  data  would  not  be 
available  for  all  of  the  entities  in  the  sample. 
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Appendix  IV 

Methodology  Used  to  Develop  Global 
Eatimates  for  Foreign  Exchange  Forwards 
and  ore  Options 


TaWe  IV.2:  Foreign  Exchange  Derivatives  as  a  Percentage  of  Total  Derivatives  (Methodology  1) 

Database                Year             Total  derivatives 

Interest  rate 
derivatives 

Foreign 

exchange 

derivatives 

Equity  and 
commodity 
derivatives 

Nonallocable 
derivatives 

1                                  1992                                       100% 

41,7% 

37.5% 

3.4% 

17.4% 

2                                  1992                                       100 

39.6 

36.7» 

0 

23.7 

3 

1991 

100 

38.5 

40.5 

d 

21.0 

4 

1990 

100 

45.8 

54.2 

a 

5 

1992 

100 

51.6 

46.2 

2.2 

6 

1991 

100 

51.5 

46.6 

1.9 

7 

1990 

100 

48.8 

50.0» 

1.2 

8 

1992 

100 

55.7 

43.0 

1.3 

9 

1991 

100 

52.5 

46.0 

1.5 

10 


1991 


100 


43.5 


38  6'= 


27 


15.1 


Note:  We  calcJaled  and  selected  the  percentages  that  were  used  on  the  basis  of  data  from  labte 
IV  1 

■Foi  the  lout  databases  with  data  as  of  the  end  of  fiscal  year  1992,  foreign  exchange  derivatives 
as  a  percentage  of  total  denvalives  were  36  7.  37  5,  43  1 ,  and  46  2  percent  We  used  the 
consen/ative  36  7  percent 

fa  the  two  databases  with  data  as  ol  year-end  1990.  foreign  exchange  derivatives  as  a 
pefcentage  of  total  derivatives  were  50  0  and  54  2  percent.  We  used  the  conservative 
38  6  percent  from  1991  for  1990  data  We  also  used  38  6  percent  lor  1989 

Tor  the  four  databases  with  data  as  of  year -end  1991 .  foreign  excharige  derivatives  as  a 
percentage  of  total  derivatives  were  38  6,  40  5,  46  0,  and  46  6  percent  We  used  the  conservative 
38  6  percent 

*'Oata  were  ncK  available, 

*Oala  were  rrat  applicable. 

Source:  GAO  analysis. 


Table  IV.3  shows  foreign  exchange  derivatives  as  a  percentage  of  interest 
rate  derivatives  for  the  10  databases.  It  shows  the  percentages  selected 
under  the  conservative  approach  and  used  in  methodology  2. 
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Appendix  IV 

Methodology  Used  to  Develop  Global 
Estimates  for  Foreign  Exchange  Forwards 
and  OTC  Options 


Table  IV.3:  Fofeign  Exchange  Derivatives  as  a  Percentage  of  Interest  Rate  Derivatives  (Methodology  2) 

Equity  and 
Interest  rate        Foreign  exchange  commodity 


Database 

Year 

derivatives 

derivatives 

derivatives 

Nonallocable 

1 

1992 

100% 

90.0% 

8.1% 

41.6% 

2 

1992 

100 

92.8 

d 

59.9 

3 

1991 

100 

105.2 

d 

54.7 

4 

1990 

100 

118.3 

d 

5 

1992 

100 

89.4 

4.3 

6 

1991 

100 

90.5 

3.6 

7 

1990 

100 

102.5' 

2.5 

8 

1992 

100 

77.3" 

2.3 

9 

1991 

100 

87.4' 

2.8 

10 

1991 

100 

88.7 

6.3 

34.8 

Note  We  calculated  and  selected  the  percentages  that  were  used  on  the  basis  of  data  from  table 

IV  1 

*For  the  two  databases  with  data  as  o(  year-end  1990.  foreign  exchange  denvatives  as  a 
percentage  of  interest  rale  derivatives  were  102  5  and  118  3  percent  We  used  the  conservative 
102  5  percent  (or  the  year-end  1990  and  1989  data 

''For  the  four  databases  with  data  as  of  year-end  1992.  foreign  exchange  denvatives  as  a  percent 
of  interest  rate  derivatives  were  77  3,  89  4.  90  0.  and  92  8  percent  We  used  the  conservative 
77  3  percent 

"^For  the  four  databases  with  data  as  of  year -end  1991 ,  foreign  exchange  derivatives  as  a  percent 
of  interest  rate  derivatives  were  87  4,  88  7.  90,5.  and  105,2  percent  We  used  the  conservative 
87.4  percent 

''Data  were  not  available 

"Data  were  not  applicable 

Source:  GAO  analysis 


Table  rv.4  shows  the  results  of  our  two  methodologies  for  estimating 
foreign  exchange  derivatives.  In  methodology  1,  we  estimated  foreign 
exchange  derivatives  as  a  percentage  of  total  derivatives.  In  methodology 
2,  we  estimated  foreign  exchange  derivatives  as  a  percentage  of  interest 
rate  derivatives.  We  compared  the  two  results  and  used  the  most 
conservative,  that  is,  the  percentages  that  yielded  the  smallest  estimates 
for  foreign  exchange  derivatives  from  1989  through  1992. 
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Appendix  IV 

Methodology  Uaed  to  Develop  Global 
Estimates  for  Foreign  Excfasnge  Forwards 
and  OTC  Options 


Table  IV.4:  Comparison  of  Methodologies  1  and  2  and  the  Notional/Contract  Amounts  of  Foreign  Exchange 

Derivatives 

Dollars  In  billions 

Percentage 
Year                                                    used- 

Percentage        Foreign  exchange 
used"                 derivatives* 

Foreign  exchange 
derivatives' 

iMost  conservative 
result  used° 

1992                                                                  36.7% 

77.3%                          $6,475 

$8,443 

$6,475' 

1991                                                                  38.6 

87.4                               5,415 

7.345 

5,415 

1990                                                                  38.6 

102.5                               3.927 

6.239 

3,927 

1989                                                                  38  6 

102.5                               2.779 

4.419 

2.779 

'Result  of  using  methodology  1   Data  were  from  table  IV  2 

"*Resull  ot  using  methodology  2.  Data  were  from  table  IV  3 

*We  computed  the  amounts  by  applying  the  percentages  from  table  IV  4  to  the  appropriate  data 
in  table  IV  6  Foe  example,  for  data  as  of  year-end  1992.  we  estimated  that  foreign  exchange 
derivatives  were  the  lesser  of  36  7  percent  of  total  derivatives,  or  77  3  percent  ol  interest  rate 
derivatives  The  lesser  amount  is  $6,475.  which  is  36  7  percent  o(  total  derivatives  held  ol  $1 7,643 
(see  table  IV  6} 

Source  GAO  analysis 


Table  rv.5  shows  our  estimates  of  global  foreign  exchange  derivatives 
from  which  we  subtracted  the  industry  estimates  for  foreign  exchange 
futures,  exchange-traded  currency  options,  and  currency  swaps  in  order  to 
arrive  at  our  estimates  for  global  foreign  exchange  forward  and  OTC  option 
contracts. 


Table  IV.5:  GAO  Estimates  of  the  Notional/Contract  Amounts  of  Foreign  Exchange  Foiwards  and  OTC  Options 

Dollars  In  billions 

GAO  estimate  for 

total  foreign 

exchange 

Year                                           derivatives* 

Less 

Less  currency         Less  currency         exchange-traded 

swaps'                   futures'        currency  options' 

Equals  foreign 

exchange  forwards 

and  OTC  options' 

1992                                                           $6,475 

$860                             $25                                  $80 

$5,510 

1991                                                             5.415 

807                                18                                    59 

4.531 

1990                                                             3.927 

578                                16                                    56 

3.277 

1989                                                             2.779 

449                                16                                    50 

2.264 

■Oala  from  laWe  IV  4 
°Oata  from  table  IV  6 
Source:  GAO  analysis 
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Appendix  FV 

Methodology  Used  to  Develop  Global 
Estimates  for  Foreign  Exchange  Forwards 
and  OTC  OpUons 


Table  IV.6:  Notional/Contract  Amounts  for  Derivatives  Worldwide  by  Individual  Product  Type  as  of  tlie  End  of  Fiscal  Years 
1969  Through  1992 


Dollars  in  billions 


Type  of  derivative 


1989 


1990 


1991 


1992 


Percentage  of    Percentage  Increase 
total  1 992        from  1 989  to  1 992 


Forwards 


Forward  rate  agreements" 


$770         $1,160         $1,530         $2,005 


Foreign  exchange  forwards" 
Total  forwards 


2.264 


3.277 


4.531 


5.510 


$3,034         $4,437         $6,061  $7,515 


42% 


148% 


Futures 


Interest  rate  futures 


1.201 


1.454 


2.159 


3.048 


Currency  futures 


16 


16 


18 


25 


Equity  index  futures 


42 


70 


77 


81 


Total  futures 


$1,259 


$1,540         $2,254         $3,154 


18% 


151% 


Options 


Exctiange-traded  interest  rate  options 


387 


600 


1.073 


1.385 


OTC  interest  rate  options 


450 


561 


577 


634 


Exchange-traded  currency  options 


50 


56 


59 


80 


Exchange-traded  equity  index  options 


66 


132 


164 


Total  options 


$953         $1,305         $1341  $2,263 


13% 


137% 


Swaps 


Interest  rate  swaps 


1.503 


2.312 


3.065 


3.851 


Currency  swaps 


449 


578 


807 


860 


Total  swaps 


$1,952         $2,890         $3,872         $4,711 


27% 


141% 


Total  derivatives' 


$7,198       $10,172       $14,028       $17,643 


100% 


145% 


Total  derivatives' 


$4,934         $6,895         $9,497       $12,133 


•GAO  eslimaled  forward  rate  agreements  as  of  the  end  of  fiscal  year  1992  on  the  basis  of 
metfxxJology  the  New  Yorl<  Federal  Reserve  used  in  computing  estimates  for  year -ends  1989. 
1990.  and  1991 

''GAO  estimates  for  foreign  exchange  forward  contracts  are  from  table  IV  5  These  also  include  an 
unknown  amount  of  OTC  foreign  exchange  options 

'Does  not  include  complete  data  on  physical  commodity  derivabves  and  equity  options  on  the 
common  stock  of  individual  companies.  Table  IV  2  shows  tfiat  seven  of  the  databases  contain 
equity  and  commodity  denvatives  ttiat  ranged  from  1.1  to  3  4  percent  of  total  derivatives 
notional/contract  amounts 

'Before  including  GAO  estimates  for  foreign  excl^ange  fonwards  and  OTC  options 

Sources  Bank  for  International  Settlements.  GAO.  ISDA.  Federal  Resen/e  Bank  ol  New  York. 
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Appendix  V 

15  Major  U.S.  OTC  Derivatives  Dealers  and 
Their  Notional/Contract  Derivatives 
Amounts 


Dollars  in  millions 

Bank* 

Chemical  Banking  Corporation 

$1,620,819 

Citicorp 

1.521.400 

J.P.  Morgan  &  Co.,  Inc. 

1.251,700 

Bankers  Trust  New  York  Corporation 

1,165,872 

The  Chase  Manhattan  Corporation 

886,300 

BankAmerica  Corporation 

787,891 

First  Chicago  Corporation 

391,400 

Securities  firms 

The  Goldman  Sachs  Group,  L.P. 

752,041 

Salomon,  Inc. 

729,000 

Merrill  Lynch  &  Co..  Inc. 

724,000 

Morgan  Stanley  Group,  Inc. 

424,937 

Shearson  Lehman  Brothers,  Inc.* 

337,007 

Insurance  companies 

American  International  Group,  Inc. 

198,200 

The  Prudential  Insurance  Company  of  America 

121,515 

General  Re  Corporation 

82,729 

Total 

$10,994,811 

The  1992  annual  repcxt  from  which  we  derived  this  information  was  issued  by  Shearson  Lehman 
The  firm  r>o  longer  exists  under  this  name 

Source:  Annual  reports  for  1992. 
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I  am  pleased  to  accept  your  invitation  to  present  my  views  on  the 
general  topic  of  financial  derivatives  and  to  comment  on  some  of  the 
specific  provisions  of  H.R.  4503,  the  "Derivatives  Safety  and  Soundness 
Supervision  Act  of  1994."  I  approach  the  subject  essentially  as  a 
practitioner,  since  I  was  for  many  years  part  of  senior  management  of  one 
of  the  leading  firms  which  make  markets  in  financial  derivatives  --  Salomon 
Brothers  -  and  since  the  money  management  firm  I  head,  Henry  Kaufman 
&  Company,  Inc.,  has  had  occasion  to  make  use  of  some  financial 
instruments  that  fall  under  the  overall  heading  of  financial  derivatives. 

My  fundamental  starting  point  is  that  financial  derivatives  are  just  one 
part  --  though  surely  an  important,  complex,  and  rapidly  growing  part  --  of 
the  far-reaching  structural  changes  in  our  financial  markets  that  have  been 
developing  over  the  past  three  decades.  As  such,  they  should  not  be 
viewed  in  isolation.  This  new  financial  world  is  characterized  by 
widespread  securitization  of  credit;  by  expanding  internationalization  of 
borrowing,  lending,  and  investing;  by  unprecedented  volatility  in  the  prices 
of  financial  assets;  by  the  decline  in  the  relative  position  of  traditional 
institutional  lenders  and  investors  who  tended  to  buy  and  hold;  by  the 
emergence  of  those  that  I  call  "hi-octane"  portfolio  managers  with  very 
near-term  investment  horizons,  who  are  willing  to  use  greater  leverage  to 
achieve  higher  returns;  by  the  impressive  expansion  of  mutual  funds, 
many  of  which  employ  derivatives  or  acquire  securities  embodying 
derivatives;  and  by  a  persistent  blurring  of  the  lines  between  different 
types  of  financial  institutions  -  and  even  a  blurring  of  the  lines  between 
the  real  and  the  financial  aspects  of  business  life. 

Financial  derivatives  —  forwards,  futures,  swaps,  options,  and 
securities  embodying  options  —  are  an  outgrowth  of  this  larger  process, 
which  tends  to  nurture  the  various  financial  risks  that  investors, 
companies,  and  financial  institutions  seek  either  to  profit  from  or  to  hedge 
against.  But  at  the  same  time,  derivatives  are  a  catalyst  and  increasingly 
an  instigator  of  further  evolution  of  the  financial  markets.  They  must 
constantly  be  assessed  in  this  broader  context. 

From  the  perspective  of  public  policy,  I  have  long  felt  that  official 
regulators  of  financial  institutions  have  been  slow  in  coming  to  grips  with 
the  implications  of  this  new  financial  world  as  a  whole  for  the  safety  and 
soundness  of  the  financial  system.    But  that  is  mainly  because  the  present 
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system  of  official  supervision  and  regulation  of  financial  institutions  and 
markets  is  out  of  date  and  is  not  in  tune  with  the  institutional  and 
structural  changes  that  have  taken  place  in  the  marketplace.  It  is  UQl 
primarily  because  of  the  development  of  financial  derivatives,  which 
involve  certain  risks,  but  which  also  provide  considerable  benefits  to  users. 

To  be  sure,  the  specific  risks  associated  with  spectacular  growth  in 
many  types  of  financial  derivatives  --  risks  to  end-users,  to  dealers,  and  to 
the  financial  system  at  large  --  do  need  urgent  attention.  Timely 
preventative  action  can  mitigate  these  risks  or  at  least  contain  their 
possible  adverse  consequences,  and  I  will  make  a  few  suggestions  along 
these  lines  later  in  my  testimony.  But  my  strongly  held  view  is  that 
changes  in  regulatory  policies  covering  financial  derivatives  ought  to  be 
considered  only  in  the  context  of  an  across  the  board  review  and  reform  of 
the  structure  of  official  supervision  and  regulation  of  the  financial  markets 
and  institutions  in  all  respects.  I  do  not  favor  any  new  regulatory  agency 
devoted  to  financial  derivatives  per  se.  Similarly,  I  do  not  support 
legislated  mandates  that  would  apply  to  only  a  sub-set  of  market 
participants  -  for  instance,  to  US  commercial  banks  -  and  would  therefore 
amount  to  a  step  backward,  because  other  market  participants  -  be  they 
securities  firms,  insurance  companies,  finance  companies,  or  non-US 
commercial  banks,  securities  firms  or  other  financial  institutions  -  would 
not  be  covered.  It  is  because  many  of  the  provisions  of  the  bill  under 
consideration  by  this  Committee  do  not  meet  this  test  that  I  have  problems 
with  H.R.  4503.  Indeed,  I  have  long  recommended  adoption  of  the 
substance  of  several  of  the  provisions  in  the  bill,  but  only  under  the 
condition  that  they  apply  equally  to  all  domestic  and  foreign  financial 
institutions  engaged  in  derivatives. 

With  these  opening  comments  in  mind,  let  me  begin  by  trying  to 
clarify  a  number  of  underlying  concepts  and  to  make  a  few  distinctions 
that  I  feel  are  useful  before  going  on  to  consider  the  important  current 
issues  that  animate  discussion  of  public  policy  consequences. 


Basic  Concepts  and  Useful  Distinctions 

Any  serious  examination  of  financial  derivatives  has  to  distinguish 
between  the  different  types  of  derivatives  and  contrast  their  relative 
riskiness  in  what  might  be  considered  normal  times  with  their  riskiness 
under  conditions  of  stress.  Risks  can  expand  in  unexpected  ways  when 
markets  become  disturbed  and  liquidity  shrinks.  Because  of  that  fact,  it  is 
important  to  distinguish  between  the  risks  to  end-users,  such  as  business 
corporations,  financial  institutions,  and  investors,  and  the  risks  to 
market-makers,  those  major  banks,  securities  firms,  insurance  companies, 
and  finance  companies  which  are  prepared  to  act  continuously  as  dealers. 
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I  am  also  of  the  view  that  the  term  "financial  derivatives"  is  overly 
broad  and  should  be  used  sparingly.  That  is  because  the  term  covers  a 
very  wide  range  of  financial  instruments  and  techniques  with  vastly 
different  historical  backgrounds,  purposes,  and  risks.  Employing  the  term 
in  an  overly  broad  way  has  the  effect  of  diverting  attention  from  the 
genuine  danger  points  that  deserve  intensive  review  and  gets  in  the  way  of 
constructive  thinking  about  risk-reducing  alternatives. 

To  illustrate,  several  studies  count  forward  foreign  exchange 
contracts  as  a  type  of  financial  derivative,  although  currency  forwards 
have  been  in  use  for  generations  as  either  a  hedging  or  a  speculative 
vehicle.  Granted,  there  are  a  few  fresh  wrinkles.  Hardly  anybody  wrote 
five  or  ten  year  forward  contracts  two  decades  ago,  while  today  you  can 
readily  find  a  bank  or  securities  firm  that  will  take  them  on.  Granted  also 
that  turnover  in  the  forward  markets  has  mushroomed  since  the  advent  of 
flexible  exchange  rates,  spurred  on  by  the  heightened  volatility  of  currency 
values,  and  aided  and  abetted  by  cheap,  fast  telecommunications  and 
real-time  quotes  displayed  on  the  screens  we  all  watch.  But  essentially  the 
business  in  the  wholesale  foreign  exchange  market  is  done  much  the  same 
way  as  it  was  years  ago,  with  essentially  the  same  -  admittedly  large  ~ 
risks  that  have  always  been  inherent  in  currency  trading.  Modern 
computers  allow  dealers  and  their  customers  to  keep  better  track  of  the 
exposed  positions  they  are  taking,  but  they  don't  provide  unfailing 
predictions  of  whether  to  go  long  or  to  go  short! 

What  really  is  new  and  potentially  troublesome  are  those  financial 
derivatives  either  that  have  changed  the  behavior  of  underlying  financial 
markets  or  that  have  introduced  novel  and  not  fully  understood  risks  into 
the  system.  Into  this  category  I  would  start  by  putting  the  various  futures 
markets  on  equity  indexes  and  on  government  bonds.  Financial  futures 
introduce  greater  symmetry  in  position-taking.  They  make  it  just  as  easy 
to  go  short  stocks  or  bonds  as  to  go  long,  as  currency  forwards  have 
always  done  in  the  foreign  exchange  markets.  Bond  and  equity  futures 
make  it  cheaper  to  switch  positions  and  thus  divert  transactions  that  would 
ordinarily  have  been  done  in  the  associated  cash  markets.  In  the  process, 
they  introduce  phenomenal  leverage  into  the  system  and  consequently 
raise  the  stakes  as  to  measurement,  monitoring,  and  control  of  credit  risks. 
Even  those  market  participants  who  are  most  lucid  in  defending  derivatives 
will  admit  that  control  of  credit  risks  is  fraught  with  difficulty.  Those 
difficulties  are  compounded  by  a  lack  of  dependable  legal  precedents  in 
many  jurisdictions  to  assure  timely  performance  of  derivatives  contracts  in 
cases  of  financial  distress,  receivership,  or  bankruptcy. 

Also  of  considerable  importance  with  respect  to  the  functioning  of 
underlying  credit  markets  are  interest  rate  swaps.  In  their  simplest  and 
most  easily  described  and  understood  forms,  interest  rate  swaps  fall  under 
the  general  class  of  arbitrage.  Two  companies  of  differing  credit  quahty 
and  market  acceptance  find  that  they  can  borrow  more  cheaply  by 
arbitraging  the  difference  in  their  relative  credit  quality.  Generally,  the 
higher  rated  company  can  borrow  at  a  relatively  narrower  spread  to  US 
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Treasuries  in  the  long  end  of  the  maturity  spectrum,  while  the  lower  rated 
company  can  borrow  at  a  relatively  narrower  yield  spread  (although,  of 
course,  wider  in  absolute  terms)  at  the  short  end.  The  interest  rate  swap 
makes  both  better  off,  enough  better  off  to  pay  the  fees  of  the  banker  who 
structures  the  deal. 

It  turns  out  that  this  arrangement,  straightforward  in  concept  but 
virtually  unknown  until  a  dozen  years  ago,  has  blossomed  to  the 
astonishing  extent  that  somewhere  between  $4  and  5  trillion  of  interest 
rate  swaps  are  now  outstanding.  The  basic  business  has  been  learned  by 
nearly  all  significant  financial  institutions  and  companies  in  every  developed 
country  and  quite  a  few  emerging  markets,  as  well.  Not  surprisingly,  profit 
margins  in  arranging  simple  interest  rate  swaps  have  been  squeezed 
accordingly.  The  pricing  is  so  tight  today  that  it  has  become  unlikely  that 
the  originating  banks  are  fully  compensated  for  the  residual  credit  risks 
involved  even  in  the  simpler  types  of  swaps. 

Naturally,  the  market  has  not  stood  still  in  the  face  of  this  change  in 
competitive  conditions.  To  be  truly  profitable,  dealers  now  face  the 
temptation  of  constructing  longer  maturity  swaps  and  forward  rate 
agreements  with  less  creditworthy  counterparties,  both  of  which  expose 
them  and  eventually  the  market  at  large  to  more  risk. 

Yet,  the  main  adjustment  market  participants  have  made  to  changed 
competitive  conditions  in  the  marketplace  --  and  to  all  intents  and 
purposes,  the  principal  legitimate  source  of  concern  about  financial 
derivatives  --  is  to  become  more  involved  in  originating,  packaging,  and 
marketing  a  burgeoning  array  of  financial  options.  The  dimensions  of 
options-related  activities  are  dazzling  and  continually  expanding.  They 
range  from  puts  and  calls  on  shares  of  individual  companies,  equity 
indexes,  government  bonds,  bond  and  stock  futures,  currencies,  and 
commodities,  to  interest  rate  caps,  floors  and  collars,  to  a  whole  class  of 
hybrid  instruments  combining  futures,  swaps,  and  options,  and  to  an 
emerging  category  of  contingent  options,  where  payoffs  are  a  function  of 
multiple  conditions  taking  hold. 

Writing  over-the-counter  options,  particularly  the  more  complicated 
ones,  is  a  very  different  business  from  traditional  activities  of  a  bank  or  a 
securities  firm.  It  is  closer  conceptually  to  some  of  the  kinds  of  risks  that 
are  taken  by  casualty  insurance  companies  when  there  is  no  true  actuarial 
basis  for  setting  a  premium.  For  over-the-counter  options  writers,  it  is  also 
equally  challenging  to  put  a  valid  market  value  during  the  effective  tenor  of 
complex  options.  That  is  particularly  the  case  in  today's  environment 
when  the  volatility  of  financial  asset  values  is  itself  so  volatile,  therefore 
raising  great  uncertainty  about  the  credibility  of  standard  options  pricing 
models,  for  which  an  estimate  of  future  volatility  is  a  critical  variable. 

Moreover,  because  originating  financial  options  creates  risks  that 
cannot  be  perfectly  hedged  without  effectively  undoing  the  transactions 
altogether,  the  resulting  risks  normally  have  to  be  managed  through  a 
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process  of  dynamic  hedging.  But  this  can  be  done  only  inexactly  --  and 
even  then  with  the  guidance  of  extraordinarily  complex  computerized 
models  which  themselves  are  not  infallible,  since  they  are  built  on  the  basis 
of  data  gleaned  from  past  history.  More  than  one  major  financial 
institution  these  days  is  potentially  jeopardizing  its  viability  on  the  power 
and  reliability  of  its  models  for  several  critical  functions:  pricing  of 
complex  options,  or  securities  and  swaps  with  embedded  options, 
identification  of  exposures,  evaluation  of  positions  under  changing 
circumstances  --  now  known  to  the  trade  as  "stress  testing"  --  and 
portfolio  risk  management.  But  no  one  knows  how  robust  the  models  are 
to  unusual  market  developments,  how  they  might  break  down,  and  what 
consequences  a  breakdown  would  bring  about. 

Thus,  it  is  not  an  exaggeration  to  suggest  that  the  OTC 
options-related  segment  of  the  financial  derivatives  market  is  where  many 
of  the  greatest  dangers  to  the  financial  system  probably  lie.  It  is  a  highly 
complex  undertaking,  demanding  exceptionally  qualified  technical 
personnel  and  knowledgeable,  vigilant  senior  management.  The  basic 
mathematical  skills  are  perhaps  learnable  over  time,  but  in  the  here  and 
now  the  presence  of  adequate  skills  in  any  particular  institution  cannot  be 
taken  for  granted.  Financial  institutions  --  as  well  as  their  ultimate  clients 
--  are  not  equally  endowed  with  talent,  nor  with  adequate  computational 
facilities  or  modeling  capabilities.  People  make  mistakes  and  errors  of 
judgment  and  all  the  internal  controls  may  come  up  short  in  identifying 
these  problems  and  rectifying  them  in  time.  What  financial  derivatives 
require  is  discipline  and  diligence,  plus  the  attention  to  detail  that  is  not 
always  the  obvious  characteristic  of  the  successful  trader.  Is  general 
management  prepared  to  override  the  intentions  of  profitable  traders  when 
internal  risk  guidelines  are  breached?  That  is  the  logic  of  risk  management, 
but  it  is  against  human  nature  to  believe  the  overseers  will  always  prevail. 

Moreover,  options-writing  by  banks  and  securities  firms,  like  interest 
rate  swaps,  forward  rate  agreements,  and  several  other  derivatives 
activities,  is  barely  a  decade  old,  so  it  is  as  yet  untested  by  any  number  of 
uncomfortable  scenarios:  such  as  a  period  of  extreme  monetary  policy 
stringency  producing  a  steeply  inverted  yield  curve;,  or  a  prolonged  bear 
market  for  financial  markets;  or  a  string  of  large  corporate  bankruptcies; 
or  a  new  round  of  debt  moratoriums  by  developing  country  borrowers. 
Such  events  posed  considerable  challenges  to  financial  participants  in  the 
past,  but  may  or  may  not  be  taken  in  stride  easily  by  originators  of 
ifinancial  options.  It  raises  a  legitimate  question  about  the  experience  and 
judgment  of  the  youngish  traders,  quants,  and  management  people  who 
conduct  this  business  in  most  firms.  Very  few  are  old  enough  to  have 
been  tested  by  long  periods  of  adverse  market  circumstances,  such  as  has 
occurred  in  earlier  decades,  and  in  any  case,  since  over-the-counter 
options  origination  didn't  exist  during  those  periods,  there  is  no  relevant 
historical  record  to  analyze,  either. 

What  is  known  about  the  resiliency  of  certain  financial  options  in 
recent  times  is  not  altogether  reassuring.    There  have  been  several 
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episodes  in  which  derivatives  have  been  tested  and  problems  have  been 
exposed.  One  kind  of  options-related  financial  product,  portfolio  insurance 
on  equities,  was  sorely  tested  by  the  stock  market  break  of  October, 
1987,  was  found  wanting,  and  was  abandoned.  The  approach  depended 
on  there  being  a  continuous,  liquid  market  in  the  underlying  instrument, 
namely  futures  on  equity  indexes,  and  in  the  troubled  conditions  of  those 
turbulent  days,  that  assumption  did  not  hold.  Another  instance  of  market 
illiquidity  making  it  impossible  to  use  dynamic  hedging  as  required  was  at 
the  time  of  the  crisis  within  the  European  Monetary  System  in  September 
1992.  Again,  there  was  a  stark  discontinuity  in  the  values  of  currencies, 
spot  and  forward  markets  for  a  large  number  of  European  currencies 
literally  seized  up  for  a  time,  and  several  banks  were  forced  to  take  sizable 
losses  on  their  foreign  currency  options  books  because  they  couldn't 
implement  dynamic  hedging  procedures.  To  take  another  example,  just 
recently  a  rather  sizable  number  of  corporations  have  met  with  mishaps  in 
their  use  of  highly  complex  derivatives  products  that  either  overly  or 
inadvertently  left  them  with  significant  derivatives  exposures  that 
ultimately  led  to  large  reported  losses. 

To  conclude  this  section  on  concepts  and  distinctions,  I  want  to  call 
attention  to  a  major  error  in  perception  that  has  seeped  into  many 
discussions  of  financial  derivatives:  namely,  the  error  of  ignoring 
securitized  credits  in  which  there  are  embedded  options  or  other  financial 
derivatives.  [For  instance,  the  General  Accounting  Office,  in  their 
otherwise  useful  study  of  financial  derivatives,  specifically  excluded  such 
instruments  from  their  analysis.]  The  largest  in  size  and  probably  most 
important  of  securitized  credits  are  collateralized  mortgage  obligations  and 
the  underlying  mortgage  pass  through  securities  from  which  they  are 
assembled.  Because  of  the  explicit  call  protection  contained  in  a  standard 
home  mortgage,  all  mortgage-related  securities  have  some  options-related 
risk.  Some  CMO  tranches  are  insulated  against  these  risks  better  than 
others.  Certain  tranches  are  exceptionally  sensitive  to  even  slight  changes 
in  mortgage  prepayment  patterns  and  interest  rate  levels.  They  are  thus 
best  understood  as  highly  leveraged  financial  derivatives,  rather  than 
ordinary  credit  instruments.  This  renders  them  difficult  to  evaluate  and  to 
hedge,  leads  to  spasms  of  illiquidity  in  the  marketplace,  and  makes  it 
impossible  to  get  valid  mark-to-market  quotes.  This  is  no  hypothetical 
concern.  This  sequence  of  events  recently  led  to  the  failure  this  past 
winter  of  a  large  hedge  fund  that  specialized  in  exotic  mortgage 
instruments.  Months  have  passed,  but  trading  in  a  large  number  of 
mortgage  derivatives  has  not  yet  returned  to  normal. 

To  take  this  one  step  farther,  while  financial  derivatives  are  embodied 
in  securitized  credit  instruments,  there  is  no  direct  mechanism  for  hedging 
the  associated  risks.  Therefore,  when  pressures,  say,  in  the  mortgage 
sector  cause  liquidity  to  dry  up  in  that  market,  those  pressures  are  bound 
to  ricochet  throughout  the  entire  fixed-income  marketplace  as  investors 
and  dealers  seek  to  protect  themselves  from  further  erosion  in  values  by 
making  use  of  financial  derivatives  on  US  Treasuries  or  Treasury  futures. 
The  inevitable  consequence  is  increased  volatility  of  bond  prices  and 
yields. 
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One  last  distinction  that  needs  to  be  made:  Financial  derivatives  link 
markets.  But  they  do  so  both  directly  and  indirectly.  Because  of  the 
indirect  linkages,  the  most  liquid  markets  are  effectively  forced  to  serve  as 
the  transmission  belt  for  pressures  emanating  in  the  less  liquid  ones  to 
destabilize  the  others.  This  linkage  has  been  vividly  demonstrated  in  the 
United  States  in  the  mortgage-securities  area.  It  has  also  been  apparent  in 
the  startling  spill  over  of  the  setback  in  the  US  bond  market  onto  European 
bond  markets  earlier  this  year.  And  the  process  of  cross-market  hedging 
has  been  a  distinctive  feature  in  the  operation  of  the  securitized  LDC  debt 
markets,  which  experienced  extraordinary  volatility  so  far  this  year.  Such 
linkages  are  likely  to  be  a  permanent  feature  of  our  new  interconnected 
financial  world  and  are  made  all  the  stronger  by  broader  access  to  financial 
derivatives. 


Current  Issues  Relating  to  Financial  Derivatives 

As  financial  derivatives  activity  continues  to  grow  rapidly,  a  number 
of  issues  have  been  raised  about  the  impact  of  that  growth  on  the  financial 
exposure  of  individual  firms  and  the  attendant  risks  to  the  safety  and 
soundness  of  the  financial  system.  Several  studies  of  financial  derivatives 
have  been  conducted  either  to  highlight  or  alleviate  concerns,  but  many 
serious  issues  remain.  Let  me  comment  on  several  of  the  most  important 
of  these. 

1 .  Market-making  vs.  Proprietary  Trading:  What  is  the  real  source 
of  profitability  in  financial  derivatives?  No  outsider  really  knows.  The 
principal  market  makers  in  financial  derivatives  uniformly  describe  their 
business  as  helping  their  clients  meet  their  perceived  needs  for  risk 
management  products.  They  intimate  that  much  of  their  profitability  stems 
from  fulfilling  that  function.  Yet,  they  also  concede  that  their  traders  take 
sizable  positions  for  the  institution's  own  account  -  whether  the  institution 
is  a  bank,  securities  firm,  insurance  company,  or  finance  company.  Few 
dealers  have  come  out  and  stated  clearly  how  much  of  their  profits  can  be 
attributed  to  market  making  activities  and  how  much  results  from 
proprietary  trading.  Hardly  any  have  indicated  the  magnitude  of  open 
exposures  that  are  being  carried  on  average,  the  maximum  exposures 
taken,  and  the  scale  of  risk  associated  with  these  exposures.  About  the 
most  that  is  asserted  is  that  internal  monitoring  controls  of  risks  is 
sophisticated  and  strictly  adhered  to.   But  this  is  impossible  to  verify. 

The  issue  is  to  what  extent  and  how  often  the  decisions  taken  by 
financial  institutions  in  creating  and  monitoring  exposures  should  be 
subjected  to  the  scrutiny  of  regulatory  agencies,  who  must  be  in  a  position 
to  rely  on  their  own  risk  management  models  to  double  check  on  the 
reliability,  sophistication  and  resilience  of  models  in  operation  by  market 
participants.  Moreover,  regulatory  agencies  have  to  collaborate  and 
amalgamate  the  results  of  their  individual  inspections.  It  is  unlikely  that 
official  agencies  can  adequately  respond  in  the  event  of  an  unforeseeable 
shock  to  the  financial  markets  unless  there  is  a  full  appreciation  of  the  size 


287 


and  composition  of  risk  exposures  being  taken  throughout  the  market,  not 
merely  those  taken  by  the  specific  sub-set  of  institutions  that  any  one 
agency  is  responsible  for  overseeing.  I  have  long  argued  that  the  situation 
is  inherently  unsatisfactory  unless  the  central  bank,  which  is  the  only 
financial  regulatory  institution  with  the  specific  mandate  to  maintain  the 
safety  and  soundness  of  the  system  as  a  whole,  has  access  to  this  type  of 
detailed  information.  But  somehow  this  proposition  has  not  been 
universally  accepted  within  government  circles,  and  so  we  are  left  with  a 
situation  where  the  central  bank  may  be  compelled  to  respond  to  a  serious 
market  disturbance  with  only  incomplete  and  out-of-date  information  on 
what  might  turn  out  to  be  very  dangerous  risk  exposures  in  the  derivatives 
positions  of  certain  major  market  participants. 

2.  Marking  to  market:  Limitations  and  Consequences.  Marking  to 
market  is  the  key  ingredient  in  measuring  and  controlling  risk,  calculating 
profit  and  loss,  and  evaluating  performance.  Even  under  normal 
conditions,  it  is  not  a  cut  and  dried  process,  except  for  certain  highly 
active  sectors,  such  the  listed  equities  market,  the  on-the-run  Government 
securities  market,  and  the  short-  and  medium-term  forward  foreign 
exchange  market.  Otherwise,  for  corporate  debt  obligations,  securities 
issued  by  borrowers  in  emerging  markets,  municipal  bonds,  many 
segments  of  the  mortgage  securities  market,  and  a  wide  range  of  financial 
derivatives,  especially  over-the-counter  options,  attaining  valid  pricing  is 
not  an  exact  science.  In  volatile  markets,  such  as  we  have  experienced 
lately,  liquidity  may  suddenly  disappear  as  many  dealers  withdraw  from 
active  participation.  Under  those  circumstances,  marking  to  market  may 
be  practically  impossible  for  many  of  these  instruments.  Why  is  this  so 
and  what  are  the  consequences? 

First,  the  price  of  the  last  trade  may  be  completely  invalid  in  rapidly 
moving  markets,  particularly  for  illiquid  securities  and  certainly  for  most 
options.  Second,  the  price  that  a  dealer  is  prepared  to  quote  may  be  little 
more  than  an  indication  of  what  the  security  or  option  is  worth,  not  the 
price  at  which  the  dealer  is  prepared  to  trade.  Another  dealer  may  quote, 
on  that  same  indications-only  basis,  a  wildly  different  price.  For  the 
institution  trying  to  mark  to  market  that  position,  there  is  no  reliable  arbiter 
of  where  the  'true'  price  is.  Third,  the  price  quoted  may  be  valid  for 
trading  only  a  very  small  amount,  not  the  full  amount  that  the  investor  has 
in  portfolio.  Fourth,  the  assumptions  used  by  a  dealer  in  providing  a  price 
for  an  existing  options  may  be  highly  questionable,  and  marking  to  market 
that  options  position  is  not  verifiable  with  other  dealers. 

This  unsatisfactory  state  of  affairs  has  always  existed  to  some  extent. 
But  the  situation  has  gotten  worse,  as  the  volatility  of  asset  prices  has 
surged,  as  securities  themselves  have  become  more  complex,  especially  in 
the  mortgage  derivatives  sector,  as  the  over-the-counter  options  market 
has  mushroomed,  and  as  international  diversification  has  proceeded-  — 
since  it  is  often  more  difficult  to  get  reliable  prices  of  many  foreign 
securities.  The  consequences  of  this  inability  to  accurately  mark  to  market 
can  be  calamitous,  as  in  the  recent  case  of  the  failure  of  a  highly  leveraged 
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mortgage  portfolio  manager.  More  generally,  an  inability  to  mark  to  market 
is  a  continuing  source  of  uncertainty  in  risk  management  and  potentially 
can  distort  performance  returns.  It  also  raises  genuine  questions  about  the 
credibility  of  assertions  by  leading  market  participants  that  they  are  able  to 
monitor  all  their  outstanding  risk  exposures  on  a  real  time  basis.  How  can 
that  be  true  when  absolute  control  requires  flawless  marking  to  market  -- 
and  that  degree  of  exactitude  cannot  be  attained  when  underlying  markets 
become  illiquid  and  the  availability  of  accurate  pricing  evaporates?  It  is  a 
strong  argument  for  additional  stress  testing  of  risk  management  systems 
under  conditions  of  extreme  reduction  of  market  liquidity,  including  the 
assumption  of  extended  periods  of  time  in  which  no  transactions  are 
possible. 

3.  Measurement  and  control  of  credit  risk.  As  I  have  emphasized,  a 
large  portion  of  the  risk  entailed  in  financial  derivatives  stems  from  market 
exposures  --  that  is,  going  long  or  short  bonds,  stocks,  currencies, 
commodities  or  something  else  and  being  exposed  to  adverse  movements 
in  asset  prices.  But  old-fashioned  credit  risks  are  not  absent,  and  they 
may  appear  in  novel  forms.  Thus,  continuous  credit  evaluation  based  on 
independent  credit  judgments  is  central  to  avoiding  large  credit  losses. 

The  impression  that  emerges  from  studies  of  current  market  practices 
is  that  the  mechanism  for  credit  evaluation  is  episodic  and  somewhat 
dependent  on  input  from  the  ratings  agencies.  This  is  certainly  a  good 
starting  point,  but  it  just  scratches  the  surface.  The  credit  judgments  that 
matter  most  relate  to  exposures  resulting  from  transactions  with  new  types 
of  organizations,  such  as  leveraged  funds,  for  which  conventional  credit 
ratings  are  inapplicable,  or  with  subsidiaries  of  non-financial  corporations 
which  may  have  a  complex  and  not  entirely  unambiguous  relationship  with 
the  parent.  This  raises  several  difficult  questions:  How  often  are  credit 
reviews  done  in  these  cases?  How  good  are  the  data  fed  into  the  review 
process?   Who  makes  sure  they  are  right  and  updated  frequently? 

I  appreciate  that  many  market  participants  are  tough  about  credit 
standards  and  require  collateral  or  the  equivalent  of  variation  margin  from 
their  more  aggressive  customers.  But  newcomers  to  the  market  may  not 
be  so  fussy.  As  competition  in  the  marketplace  increases,  the  likely  effect 
will  be  for  dealers  to  scale  back  their  requests  for  collateral,  margin,  and 
even  data.  Regulatory  authorities  ought  to  be  alert  to  the  potential  for  an 
erosion  of  credit  review  standards  and  be  asking  these  questions  now, 
even  though  the  real  problem  may  lie  more  in  the  future. 

4.  Proper  role  of  a  corporate  treasury  function.  The  proper  role  of 
the  corporate  treasury  function  of  a  nonfinancial  corporation  has  long  been 
debated.  In  simplest  terms,  the  issue  is  whether  it  is  appropriate  for  a 
nonfinancial  corporation  to  reach  beyond  what  is  normally  regarded  as  its 
core  business  --  which  is,  after  all,  what  the  majority  of  its  shareholders 
have  chosen  to  invest  in  --  and  to  branch  out  into  somebody  else's 
business,  namely  that  of  a  financial  institution,  by  transforming  its  treasury 
function  into  a  profit  center,  rather  than  as  a  financial  risk  manager.  This 
debates  naturally  resurfaces  whenever  some  well-known  nonfinancial 
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corporations  report  losses  stemming  from  financial  activities.  To  be 
candid,  this  is  a  genuinely  complicated  issue  on  which  reasonable  people 
differ,  and  it  deserves  a  far  more  elaborate  discussion  than  I  can  possibly 
provide  today.  But  several  points  are  highly  relevant  to  the  present  and 
prospective  functioning  of  the  derivatives  market. 

All  nonfinancial  corporations,  and  particularly  those  with  world-wide 
activities,  must  have  sophisticated  treasury  functions  that  can  accomplish 
multiple  tasks:  overseeing  the  company's  balance  sheet,  arranging  new 
financing,  managing  cash  flows,  dealing  with  routine  currency  risks,  and 
protecting  against  sudden  drops  in  income.  All  of  these  traditional 
financial  activities  can  be  carried  out  with  greater  flexibility  and  precision  -- 
and  sometimes  with  an  overall  reduction  of  risk  exposures  --  by  making 
prudent  use  of  financial  derivatives.  None  of  this  is  really  at  issue,  as  long 
as  the  corporation's  board  of  directors  fully  reviews  and  approves  the 
nature  of  the  operations  and  the  instruments  that  may  be  used,  specifies  in 
detail  the  company's  tolerance  for  risk,  and  establishes  clear  internal 
guidelines  and  controls  to  prevent  transactions  in  unauthorized  financial 
instruments  or  a  build-up  in  risk  exposures  in  excess  of  the  limits.  If  there 
are  breaches  of  internal  limits,  there  should  be  strict  accountability, 
certainly  up  to  the  CFO  level.  If  there  is  poor  performance  in  conducting 
authorized  financial  activities,  then  management  changes  are  called  for, 
just  as  in  any  operating  division  of  the  corporation. 

This  much  is  not  terribly  controversial,  although  it  may  be  quite 
difficult  to  implement  in  practice.  What  is  at  issue  is  whether  the 
corporate  treasury  function  should  be  treated  as  a  profit  center,  with  the 
mandate  to  go  beyond  asset-liability  and  risk  management,  and  to  trade 
securities,  currencies,  and  derivatives  dynamically,  in  order  to  enhance  the 
overall  rate  of  return  of  the  corporation.  This  can  effectively  amount  to 
managing  an  in-house  bank  or,  taken  to  its  extreme,  an  in-house  hedge 
fund.  No  one  should  lose  sight  of  the  fact  that  this  leverages  the  financial 
resources  of  the  company,  with  all  the  attendant  risks  that  entails,  and  is  a 
deployment  of  a  firm's  capital.  Probably  only  a  few  corporations  go  very 
far  in  this  direction,  but  several  do  and  they  include  some  of  the  largest 
companies  in  the  world.  Those  corporations  haye  often  been  at  the 
leading  edge  of  financial  innovation  and  so  far  have  successful 
performance  records.    But  they  are  not  infallible. 

Naturally,  the  leading  dealers  in  derivatives  are  adamantly  opposed  to 
any  outside  prohibitions  on  the  use  of  these  instruments  by  nonfinancial 
corporations.  The  benefits  of  being  able  to  deal  in  size  with  such 
companies  far  outweighs  any  threat  their  growing  presence  as  financial 
competitors  may  entail.  But  the  phenomenon  does  raise  serious  questions 
about  corporate  governance  --  how  much  the  boards  of  directors  of 
nonfinancial  corporations  engaged  in  dynamic  trading  of  derivatives  are 
involved  in  the  decision  to  establish  these  treasury  profit  centers,  what 
guidelines  and  limits  they  set  on  this  activity  as  contrasted  with  the  more 
traditional  treasury  functions,  and  how  closely  they  oversee  the  risks  taken 
and  overall  performance.  And  it  inevitably  raises  the  issue  of  the  adequacy 
of  financial  reporting  and  disclosure,  the  next  topic  on  my  list. 
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5.  Financial  reporting  and  disclosure.  Concerns  about  risks  in 
financial  derivatives  might  be  allayed  by  more  sunshine  on  the  size  of  the 
markets  and  the  types  of  exposures  being  carried  by  market  participants. 
For  instance,  shareholders  find  it  difficult  to  make  educated  decisions 
about  the  likely  future  performance  of  a  firm  or  financial  institution  without 
knowing  how  much  leverage  is  truly  employed,  over  and  above  that 
portion  of  leverage  that  happens  to  show  up  on  the  balance  sheet.  But 
the  data  now  available  falls  short  of  what  is  needed  to  provide  that  degree 
of  information.  The  absence  of  extensive,  reliable,  and  timely  data  on 
derivatives  activities  and  exposures  is  indefensible,  particularly  in  view  of 
the  repeated  assertions  by  senior  management  of  nonfinancial  corporations 
and  financial  market  participants  alike  that  they  are  already  conducting 
their  business  on  the  basis  of  accurate,  up-to-the-minute  data  on  positions 
and  risk  exposures.  Well,  if  they  know  this  information  at  every  moment  in 
time,  then  surely  they  are  in  a  position  to  report  summaries  of  it  more 
frequently  and  in  far  greater  detail  than  at  present! 

From  the  perspective  of  the  financial  institutions  participating  in  the 
marketplace,  one  lesson  from  past  financial  mishaps  is  worth  revisiting. 
The  need  for  comprehensive,  timely  data  was  driven  home  forcefully  by 
the  LDC  debt  crisis  of  the  early  1980s.  At  its  onset,  it  was  startling  how 
poor  official  data  had  been  on  the  size  of  the  market  and  the  magnitude  of 
collective  exposures  being  taken  when  you  added  up  the  positions  of  the 
several  hundred  banks  that  were  involved  in  that  form  of  lending.  Data 
collection  was  improved  dramatically  after  the  debt  payments  interruptions 
took  place,  but  by  then  it  was  too  late.  There  is  a  danger  of  this  kind  of 
shortcoming  being  replicated  in  the  case  of  derivatives.  But  rectifying  this 
situation  will  not  be  easy.  These  are  global  markets.  It  will  take  a 
thoroughgoing  international  effort  with  full  compliance  to  produce  an 
acceptable  statistical  network. 

6.  Do  derivatives  lessen  or  accentuate  the  financial  cycle? 
Proponents  of  derivatives  tend  to  argue  that  derivatives  don't  create  or 
diminish  risk  in  the  aggregate.  They  merely  reshuffle  it  from  those  less 
prepared  to  deal  with  it  to  those  who  are  more  equipped  to  do  so.  On  this 
argument,  therefore,  economic  and  financial  activity  is  thought  to  be  able 
to  proceed  with  fewer  fits  and  starts,  since  there  will  be  fewer  negative 
surprises  and  unforeseen  losses  that  undercut  business  decisions. 

My  view  is  that  this  line  of  reasoning  is  flawed.  Financial  derivatives 
do  have  a  net  impact  on  the  functioning  of  the  credit  system,  but  it  is  not 
necessarily  felicitous.  They  permit  greater  leverage  in  the  system,  and 
thus  pose  a  real  challenge  for  the  conduct  of  monetary  policy. 

Let  me  explain,  using  as  an  ill'.istration  the  development  of  interest 
rate  swaps.  Like  the  advent  of  floating  rate  financing  that  preceded  it,  the 
development  of  interest  rate  swaps  enable  a  marginal  credit  to  stay  in  the 
market  longer  than  would  otherwise  be  the  case.  This  means  that  projects 
that  would  have  been  denied  at  an  earlier  stage  of  past  business 
expansions  are  able  to  go  forward,  thereby  stimulating  still  further 
economic  growth  and  prolonging  the  upswing  of  the  cycle.     When 
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economic  activity  eventually  ebbs  and  asset  values  are  adversely  affected, 
the  downward  adjustment  is  all  the  more  abrupt  and  disruptive.  And  since 
the  typical  payer  of  fixed  rates  in  an  interest  rate  swap  is  ordinarily  the 
weaker  credit,  it  does  not  get  the  benefit  of  the  subsequent  decline  in 
short-term  rates  that  would  cushion  the  impact  for  the  floating  rate 
borrower. 

In  the  new  financial  world  in  which  the  capacity  to  leverage  has  been 
much  enhanced,  it  is  essential  that  the  large  financial  institutions,  whether 
they  are  nominally  considered  to  be  banks,  securities  firms,  insurance 
companies,  or  something  else,  pursue  a  higher  standard  of  conduct  in  their 
business  activities.  They  must  take  account  not  only  of  their  narrow 
private  interests  but  of  their  broader  responsibilities  to  clients  and  even  to 
the  general  public. 


Recommendations 

Having  discussed  in  some  detail  the  context  in  which  financial 
derivatives  have  developed,  I  want  to  turn  now  to  the  specific  provisions 
of  H.R.  4503  and  make  several  comments.  First,  it  is  clear  that  a  great 
deal  of  work  on  the  subject  of  financial  derivatives  has  gone  into  the 
development  of  this  proposal.  This  effort  is  very  constructive.  It  alerts 
market  participants  to  the  valid  concerns  that  are  raised  by  the  dynamic 
growth  and  increasing  complexity  of  derivative  instruments,  perhaps 
highlighted  by  certain  mishaps  that  have  occurred  in  the  marketplace.  It 
also  underscores  the  basic  fiduciary  responsibility  members  of  Congress 
have  with  respect  to  the  American  taxpayer.  No  one  who  has  lived 
through  the  excesses  of  the  1980s,  the  debt  crisis  of  the  less  developed 
countries  and  later  the  collapse  of  commercial  real  estate  lending,  can  be 
complacent  about  the  unintended  and  unforeseen  consequences  of  rapid 
expansion  of  any  financial  activity.  Therefore,  close  scrutiny  of  the 
evolution  of  the  market  for  financial  derivatives  is  justified. 

Second,  I  was  happy  to  see  that  a  number  of  the  provisions  of  the  bill 
closely  parallel  some  of  the  recommendations  that  I  have  made  over  recent 
years.  They  identify  important  practical  areas  where  improvements  can 
be  made.  For  example,  one  provision  rightly  asks  regulators  to  work 
together  to  establish  principles  and  standards  relating  to  such  matters  as 
capital,  accounting,  and  disclosure  --  although  I  am  skeptical  about  the 
desirability  of  rules  and  regulations  governing  "suitability"  for  wholesale 
financial  markets.  Another  provision  invites  regulators  to  consider  what 
additional  data  they  need  to  meet  their  responsibilities.  Another  hones  in 
on  the  need  for  boards  of  directors  to  fulfill  an  active  management 
responsibility,  based  on  genuine  expertise  of  the  nature  of  the  markets  and 
the  character  and  magnitude  of  the  risks  being  undertaken.  And  other 
provisions  call  for  the  Treasury,  the  Federal  Reserve  and  the  Comptroller  of 
the  Currency  to  work  toward  greater  international  harmonization  of 
regulation  and  supervision  in  the  area  of  financial  derivatives.  These  are 
worthwhile  undertakings.    I  would  hope  that  all  of  the  official  agencies 
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involved  would  willingly  embrace  their  general  thrust  and  ask  their  own 
professional  staff  to  follow  up.  Indeed,  it  seems  to  me  that  those 
regulatory  agencies  could  put  in  place  much  of  the  substance  of  the  bill 
under  the  umbrella  of  current  law,  without  the  need  for  new  legislation 
which  might  inadvertently  introduce  other  problems. 

The  major  reason  why  I  part  company  with  the  bill  is  its  narrow  focus. 
This  means  it  does  not  deal  with  the  fundamental  point  that  the  problem 
for  the  financial  system  is  not  derivatives,  but  is  the  sweeping  changes  in 
the  structure  of  financial  institutions  and  markets  that  have  made  our 
overall  system  of  financial  supervision  and  regulation  obsolete.  Therefore, 
truly  beneficial  initiatives  for  reforming  financial  supervision  and  regulation 
must  go  beyond  dealing  with  the  expansion  of  derivatives  by  commercial 
banks  and  other  depository  institutions.  They  must  deal  with  all  of  the 
elements  of  market  and  institutional  change  that  have  led  to  the  intricately 
interrelated  global  financial  system  that  now  exists.  This  proposed 
legislation,  despite  a  number  of  provisions  that  are  sensible  and  desirable, 
does  not  really  fulfill  this  criterion. 

I  have  made  a  number  of  proposals  along  these  lines  over  recent 
years  in  an  effort  to  contribute  to  a  public  debate  over  the  appropriate 
response  of  official  financial  supervision  and  regulation  to  the  new  financial 
world  I  have  outlined.  My  recommendations  can  be  briefly  summarized  as 
follows: 

First,,  once  it  is  recognized  that  the  new  world  financial  structure  cuts 
across  traditional  institutional  demarcations,  then  it  is  clear  we  need  to 
bring  together  banking,  securities,  and  insurance  regulators  so  that  they 
can  reach  agreement  on  standards  --  accounting  standards,  disclosure 
standards,  and  trading  standards.  The  currently  large  differences  from 
country  to  country  need  to  be  reduced.  Accounting  standards  for  financial 
institutions  range  from  strict  to  lenient,  disclosure  standards  from 
transparent  to  opaque,  trading  standards  from  permissive  to  regimented. 
With  institutions  of  every  type  involved  in  the  capital  markets,  greater 
harmonization  is  essential. 

Second,  regulatory  coverage  must  be  extended  to  those  financial 
institutions  that  are  now  effectively  unregulated,  such  as  finance 
companies.  Otherwise,  competitive  realities  will  eventually  lead  to  a  shift 
of  business  away  from  the  regulated  entities,  and  the  safety  and 
soundness  of  the  financial  system  will  suffer.  This  is  one  of  the  strongest 
recommendations  of  the  recently  released  study  of  derivatives  by  the 
General  Accounting  Office,  and  I  am  glad  they  came  to  this  conclusion. 

Third,  regulatory  oversight  of  securitization  needs  to  be  clarified. 
Securitization  has  made  a  major  positive  contribution  by  transforming  the 
assets  of  financial  institutions  into  more  marketable  and  therefore  more 
liquid  investment  instruments.  But  it  has  also  introduced  new  forms  of 
risk.  Many  investors  —  and  not  just  unsophisticated  investors  --  have  been 
subjected  to  sizable  losses,  notably  in  mortgage-related  derivatives, 
because  these  risks  have  not  been  fully  appreciated.    Any  reformulated 


-13- 


293 


regulatory  structure  will  have  to  bring  securitized  credit  more  explicitly 
under  its  oversight  responsibilities.  As  I  nnentioned  earlier,  I  was 
disappointed  that  the  GAO  study  missed  an  opportunity  to  investigate 
these  matters;    that  oversight  was  a  major  shortcoming. 

Fourth,  further  work  is  needed  in  the  area  of  capital  standards.  As 
has  been  already  recognized  by  leading  regulatory  officials,  we  still  lack  a 
common  approach  to  evaluating  market  risks  and  the  risks  associated  with 
off-balance  sheet  activities.  I  understand  that  work  is  still  going  on  in  this 
area  by  committees  of  regulators,  but  progress  has  been  far  too  slow. 
Somebody  ought  to  light  a  fire  under  the  actors. 

Fifth,  as  the  consolidation  of  financial  institutions  proceeds,  it  is 
inevitable  that  there  will  need  to  be  international  agreements  on  the 
investment  powers  of  universal  banks  and  the  potential  for  undesirable 
conflicts  of  interest  as  more  financial  institutions  play  the  dual  roles  of 
lender  and  shareholder.  Where  this  touches  on  derivatives  is  in  the 
relationship  between  proprietary  trading  and  customer  business. 

Sixth,  these  and  the  many  other  issues  that  inevitably  flow  from  the 
greater  internationalization  and  complexity  of  finance  cannot  be  dealt  with 
reasonably  and  in  a  timely  way  without  an  ongoing  institutional  capability. 
I  have  long  believed  that  the  most  promising  approach  would  be  to 
establish  a  new  international  institution  to  serve  as  the  focal  point  for 
regulatory  harmonization.  The  most  promising  route  would  be  to  create  a 
Board  of  Overseers  of  Major  International  Institutions  and  Markets.  The 
international  Board  would  consist  of  central  bank  and  other  governmental 
agencies.  It  should  also  include  members  drawn  from  the  private  sector. 
It  should  be  empowered  to  set  mutually  acceptable  minimum  capital 
requirements  for  all  major  institutions,  to  establish  uniform  trading, 
reporting  and  disclosure  standards  for  open  credit  markets,  and  to  monitor 
the  performance  of  institutions  and  markets  under  its  jurisdiction. 

In  sum,  while  I  applaud  the  high  objectives  of  H.R.  4503,  I  cannot 
support  the  bill  in  its  entirety  because  its  narrow  focus  on  depository 
institutions  does  not  correspond  with  the  marketplace  as  it  is  now  and  is 
quickly  evolving.  Already  we  have  a  system  made  up  of  various  types  of 
financial  institutions  which  are  being  regulated  in  totally  different  ways. 
Some  institutions  or  parts  of  them  sre  not  regulated  at  all.  Superimposing 
the  standards  envisaged  in  H.R.  4503  on  top  of  this  patch-work  quilt  of 
institutional  and  regulatory  diversity  will  not  come  to  grips  with  the  basic 
problems  of  the  safety  and  soundness  of  the  financial  system  at  large.  To 
the  contrary,  it  may  inadvertently  worsen  the  present  situation  by  tilting 
the  competitive  playing  field  against  that  sub-set  of  institutions,  the  U.S. 
commercial  banks,  which  is  already  highly  regulated,  and  in  favor  of  other 
domestic  and  foreign  institutions  that  benefit  from  relative  regulatory 
laxity.  Taking  on  that  broader  problem  is  a  task  that  goes  well  beyond  the 
narrow  confines  of  the  bill  before  the  Committee. 
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To  be  sure,  that  would  be  an  enormously  ambitious  undertaking. 
Right  now,  while  various  components  of  the  problem  are  being  addressed, 
no  one  Congressional  Committee  nor  the  Administration  appears  to  be  in  a 
position  to  take  the  lead  in  tackling  it,  even  though  there  is  general 
agreement  that  the  current  structure  of  financial  supervision  and  regulation 
is  unsatisfactory  in  a  number  of  respects. 

Therefore,  I  would  like  to  conclude  by  reviving  a  proposal  that  I  have 
made  in  the  past:  that  is,  the  Congress  and  the  Administration  should 
jointly  establish  a  National  Commission  on  the  Financial  System  to  conduct 
a  thorough  examination  of  the  changes  in  the  structure  of  financial 
institutions  and  markets  and  the  implications  for  the  legal  and  regulatory 
framework  under  which  financial  institutions  and  markets  should  operate  in 
the  21st  century.  This  Commission  should  be  comprised  of  members  of 
Congress,  senior  Administration  officials,  current  and  former  regulatory 
officials,  and  participants  in  the  private  financial  markets.  It  should  be 
charged  to  work  together  with  similar  groups  in  the  other  major  industrial 
countries,  with  existing  multinational  official  financial  agencies,  including 
the  International  Monetary  Fund  (IMF),  the  Bank  for  International 
Settlements  (BIS),  and  the  International  Organization  of  Securities 
Commissions  (IOSCO),  as  well  as  with  private  sector  entities  such  as  the 
Financial  Accounting  Standards  Board  (FASB)  and  its  international 
counterparts.  The  mandate  should  be  to  study  changes  in  the  market,  hold 
hearings  vyith  the  relevant  participants,  identify  shortcomings  in  current 
practices,  and  propose  specific  legislative  or  regulatory  changes  that  would 
be  required  to  remedy  these  shortcomings.  This  will  take  a  committed 
effort  on  the  part  of  all  who  take  part,  but  I  would  expect  that  the  National 
Commission  should  be  prepared  to  complete  its  work  within  1  1/2  to  2 
years. 

The  challenge  is  to  achieve  meaningful  supervisory  and  regulatory 
reform  before  a  crisis,  while  there  is  time  for  a  balanced  assessment  of  the 
merits  of  competing  proposals.  Perhaps  the  mishaps  of  the  early  months 
of  this  year,  which  fall  short  of  a  crisis,  but  were  clearly  painful  to  several 
market  participants,  will  galvanize  attention  on  these  issues.  But  I  worry 
that  it  will  take  more  volatility  and  greater  losses  before  market  participants 
and  regulatory  officials  come  to  the  realization  that  financial  markets  have 
permanently  changed  and  require  a  reexamination  of  how  the  new 
business  of  finance  is  done,  reported,  and  regulated. 

•  •  *  •  • 
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I  want  to  speak  to  you  today  about  some  broad  economic  and 
financial  aspects  of  financial  derivatives,  about  how  derivatives  are  just 
part  of  a  vastly  changing  financial  landscape,  and  about  the  implications 
of  all  these  changes  for  official  supervision  and  regulation  of  financial 
institutions  and  markets.  I  approach  the  subject  as  a  practitioner.  My 
money  management  firm  is  a  user  of  some  of  the  products,  we  advise 
institutions  which  employ  them,  and  I  am  a  former  executive  committee 
member  of  a  securities  firm  which  has  been  a  leader  in  financial 
derivatives. 

Futures,  forwards,  interest  rate  and  currency  swaps,  and  related 
options  serve  genuine  needs.  Derivatives  are  here  to  stay.  A  wide  array 
of  corporations,  financial  institutions,  and  investors  increasingly  rely  on 
access  to  them.  Consequently,  proper  functioning  of  these  markets  is  in 
everyone's  interest. 

While  fully  recognizing  these  benefits,  I  also  believe  that  the  risks 
involved  with  financial  derivatives  --  not  only  the  risks  to  individual 
participants  but  the  broader  risks  to  the  economy  and  the  financial 
system  a?  a  whole  -  may  not  be  fully  appreciated,  either  by  market 
participants  or  by  official  fmanciai  supervisors  and  regulators.  The  high 
market  volatility  of  our  new  financial  world  and  the  potential  for  even 
higher  volatility  given  the  broad  range  of  instruments  available  to 
participants  contain  the  seeds  of  potentially  adverse  consequences  for 
investment,  for  credit  creation,  and  ultimately  for  monetary  policy. 

I  express  this  concern  even  though  considerable  insight  has  been 
shed  on  financial  derivatives  by  a  number  of  important  recent  studies. 
The  survey  conducted  by  the  Bank  of  England  earlier  this  year  provided 
an  excellent  look  at  how  practitioners  at  financial  institutions  see  the 
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market  evolving.  The  comprehensive  report  sponsored  by  the  Group  of 
30  published  in  July  1993  represented  a  huge  step  forward  in  explicating 
how  the  markets  are  functioning  and  in  identifying  best  practices.  The 
Group  of  30  has  made  a  series  of  detailed  recommendations  comparable 
to  a  sensible  code  of  conduct  for  market  participants.  A  code  of 
conduct,  of  course,  is  one  thing;  gaining  adherence  to  it,  however,  is 
another. 

To  understand  the  broader  ramifications  of  financial  derivatives,  I 
feel  we  always  have  to  recognize  that  they  should  not  be  viewed  in 
isolation.  They  are  merely  one  of  a  number  of  important  structural 
developments  that  are  not  adequately  dealt  with  by  the  awkward  and 
outdated  supervisory  and  regulatory  framework  still  in  operation.  That  is 
why  a  new  commitment  to  financial  regulatory  and  supervisory 
modernization  and  reform  is  needed  now,  at  a  time  of  reasonable  calm  in 
the  financial  markets  and  improving  financial  conditions  for  most 
institutional  participants.  Continuing  to  put  that  off  until  some 
unforeseen  shock  exposes  those  inadequacies  could  inflict  a  great  deal  of 
financial  pain  and  cost. 

With  these  preliminary  comments  in  mind,  let  me  begin  by 
reviewing  the  historical  context  in  which  financial  derivatives  have 
developed  and  flourished. 


Historical  Context 

Derivatives  are  part  of  a  long-standing  movement,  going  back  well 
over  two  decades,  toward  permissiveness  in  financial  regulation, 
technology-driven  financial  innovation,  and  the  homogenization  of 
finance.  These  trends  include  the  dramatic  rise  in  floating  rate  financing 
opportunities;  massive  securitization  of  mortgages  and  other  financial 
products;  sweeping  internationalization  of  trading  of  currencies,  bonds, 
and  equities;  a  striking  shift  toward  institutionalization  of  portfolio 
investment;  and  a  worldwide  explosion  of  budgetary  deficits  and  the 
associated  mushrooming  of  so-called  risk-free  government  bonds,  which 
provide  ample  raw  material  for  many  advanced  derivatives  strategies. 
Many  of  the  risks  that  derivatives  are  meant  to  manage  stem  from  this 
very  process  of  financial  deregulation  and  financial  market  innovation. 

As  part  and  parcel  of  this  process,  we  have  seen  the  breakdown 
of  the  tidy  compartments  of  traditional  finance,  where  commercial  banks 
did  commercial  banking,  investment  banks  did  investment  banking, 
thrifts  in  America  --  and  building  societies  in  the  UK  --  did  home 
mortgage  financing,  insurance  companies  wrote  insurance  policies,  and 
so  on.  That  world  is  long  gone,  as  financial  institutions  push  and  shove 
to  get  into  each  others'  businesses.  But  the  system  of  financial 
regulation  that  was  constructed  for  that  lost  world  staggers  on,  largely 
unreformed.  The  tendency  continues  to  be  to  add  regulatory  agencies  in 
response  to  market  innovations,  not  to  consolidate  or  streamline  the 
official  apparatus. 
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Financial  derivatives  are  probably  the  fastest  growing  segment  of 
the  financial  scene  today,  and  some  may  take  it  for  granted  that  this  was 
somehow  preordained.  But  it  is  easy  to  overlool<  the  fact  that  rapid 
growth  in  financial  derivatives  has  taken  place  under  unusually  favorable 
economic  and  financial  conditions.  Thus,  it  is  an  open  question  whether 
future  expansion  of  derivatives  markets  will  proceed  as  smoothly  in  a 
less  propitious  environment. 

These  auspicious  conditions  include  six  elements: 

o  First,  generally  diminishing  world  inflation.  This  has  greatly 
encouraged  investment  in  financial  assets,  fixed-income 
securities  and  equities  alike.  As  professionally-managed 
portfolios  have  increased  in  size  and  global  scope,  many 
investment  managers  have  sought  to  limit  exposure  to  market 
risks  by  making  use  of  derivatives.  This,  in  turn,  has  provided 
a  steady  source  of  business  for  those  financial  institutions 
specializing  in  providing  financial  derivatives  for  risk 
management  purposes. 

o  Second,  in  the  past  several  years,  the  emergence  of  a  steep 
positively  sloped  yield  curve  in  the  United  States  and  a  few 
other  important  countries  has  indirectly  been  highly  supportive 
of  growth  of  derivatives  markets.  This  is  because  emergence 
of  a  positively  sloped  yield  curve  has  enabled  a  wide  range  of 
market  participants  to  boost  profitability  and,  thus,  overall 
financial  strength  without  having  to  incur  greater  credit  risk. 
This  allows  a  greater  number  of  financial  institutions  to  take 
part  in  the  markets  for  financial  derivatives. 

o  Third,  large-scale  disintermediation  of  the  credit-creation 
process  is  taking  place  in  many  of  the  advanced  industrial 
countries.  Access  to  the  public  capital  markets  has  increased 
sharply,  while  traditional  lenders  have  become  more 
conservative  in  pursuing  new  lending  opportunities.  This 
change  in  competitive  conditions  within  the  financial  sector 
has  encouraged  many  of  the  larger  financial  institutions  to  put 
additional  resources  into  a  variety  of  capital  markets  activities, 
including  derivaiives.  Of  course,  once  those  capabilities  are 
developed,  they  will  not  be  easily  dismantled,  even  if  loan 
demand  should  pick  up  as  economic  expansion  proceeds. 

o  Fourth,  the  emergence  of  large  pools  of  risk  capital  under  the 
direction  of  managers  aggressively  seeking  high  rates  of  return 
-  and  able  to  amass  large  open  positions  in  currencies,  bonds, 
or  stocks  -  is  an  important  spur  to  development  of  financial 
derivatives.  That  is  because  for  every  cautious  portfolio 
manager  hoping  to  use  financial  derivatives  to  limit  risk,  there 
has  to  be  a  willing  risk  taker  on  the  other  side.  Without  the 
active  participation  of  prominent  speculators,  the  market 
would  be  lopsided,  and  the  cost  of  derivatives  to  risk-averse 
businesses  and  investors  trying  to  hedge  open  exposures 
would  be  prohibitive. 
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o  Fifth,  development  of  derivatives  markets  has  been  stimulated 
by  sudden  bursts  of  unusual  price  volatility  in  a  number  of 
underlying  financial  markets  in  recent  times.  For  instance,  the 
eruptions  within  the  European  Exchange  Rate  Mechanism  just 
over  a  year  ago  were  particularly  conducive  to  the  growth  of 
the  markets.  Risk-averse  businesses  and  investors  were  able 
to  acquire  the  hedges  they  wanted,  while  speculators  were 
able  to  take  the  kind  of  open  positions  they  believed  would  go 
up  in  value  on  the  assumption  that  the  European  financial 
authorities  would  be  unable  or  unwilling  to  maintain  prescribed 
exchange  rate  relationships.  In  the  end,  that  assumption 
proved  to  be  correct.  To  be  sure,  some  market  participants 
got  caught  leaning  the  wrong  way,  and  segments  of  the 
derivatives  markets,  notably  certain  OTC  options,  did  not 
perform  well  under  stress.  But  by  and  large,  the  private 
sector  was  the  beneficiary  of  large  profits,  while  the  central 
banks  in  Europe  were  left  with  sizable  losses.  One  might 
well  raise  the  question,  therefore,  of  what  would  have 
happened  to  many  private  market  participants  if  the  central 
banks  had  made  the  profits! 

o  Sixth,  the  history  of  the  emergence  of  an  extensive  market  in 
financial  derivatives  more  or  less  parallels  significant 
technological  breakthroughs.  That  includes  the  development 
of  powerful  mathematical  tools  that  permitted  quantification  of 
many  of  the  underlying  risks  involved  in  exotic  instruments, 
alongside  the  sudden  availability  of  relatively  cheap  computers 
that  allowed  the  intricate  calculations  necessary  to  manage 
complex  exposures  in  swaps  and  options.  The  key  point  was 
that  the  leaders  in  developing  the  business  had  a  firm  grasp  of 
how  constructing  state-of-the-art  analytical  systems  could  be 
put  to  immediate  practical  use,  yielding  a  formidable 
competitive  advantage  in  the  marketplace. 

Looking  ahead,  it  is  clear  that  many  of  these  favorable 
circumstances  will  not  recur.  No  one  has  adequately  confronted  the 
question  of  how  the  derivatives  markets  will  behave  as  competitive 
conditions  turn  less  favorable. 


Implications  of  Increased  Competition  for  Financial  Derivatives 

One  thing  we  can  count  on,  based  on  long  experience,  is  that 
current  high  profitability  in  derivatives  will  inevitably  pull  in  a  greater 
number  of  market  participants,  eventually  depressing  profit  margins  and 
inducing  many  to  rationalize  the  taking  on  of  greater  risk.  This  is 
because,  in  our  new  world  of  deregulation  and  innovation,  financial 
market  participants  will  always  push  risk-taking  to  the  marginal  edge, 
unless  specifically  prohibited  from  doing  so  and  carefully  examined.  It  is 
at  the  marginal  edge  of  risk-taking  where  competition  is  least,  profit 
margins  are  highest,  and  fees  are  most  lucrative.    In  largely  deregulated 
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markets,  the  regulatory  superstructure  does  not  provide  a  safe  haven 
where  relatively  secure  profits  can  be  made.  Instead,  deregulated 
financial  institutions  face  intensified  competition  in  core  businesses  and, 
therefore,  they  are  under  greater  pressure  to  move  toward  the  marginal 
edge. 

In  practical  terms,  this  means  that  it  will  no  longer  be  possible  to 
earn  substantial  profits  in  the  simpler  types  of  derivatives,  such  as 
short-term  interest  rate  swaps  in  a  single  currency.  Instead,  to  be 
successful  will  require  creation  of  more  complex  variants  or  writing  the 
business  over  longer  time  horizons,  thereby  increasing  the  risks 
proportionately. 

By  comparison,  in  more  regulated  financial  markets,  protected 
segments  are  carved  out  that  allow  the  average  regulated  financial 
institution  to  earn  nice  rates  of  return  without  stretching.  Admittedly, 
some  will  always  stretch,  and  even  those  institutions  most  conscientious 
in  following  official  rules  will  be  lured  toward  marginal  loans  or  invest- 
ments. Nevertheless,  regulated  financial  markets  rarely  attract  the  kind 
of  risk-taking  entrepreneurs  who  are  inevitably  drawn  to  a  deregulated 
environment,  such  as  we  have  in  financial  derivatives. 

So  far,  the  technical  complexity  of  many  of  the  products  and 
trading  methods  has  hampered  market  entry,  but  that  is  not  a  lasting 
impediment.  The  business  is  learnable,  the  models  can  be  replicated, 
and  the  staff  is  trainable.  Business  schools  around  the  world  are 
churning  out  quantitatively  skilled  graduates  at  an  accelerating  pace. 
Computers  are  getting  cheaper  than  ever.  Quite  soon,  excess  capacity 
will  begin  to  emerge,  and  life  will  be  more  difficult  for  all  market 
participants.  In  time,  the  squeeze  on  profit  margins  apparent  with 
interest  rate  swaps  will  probably  affect  the  more  complex  instruments, 
as  well. 

The  Group  of  30  and  Bank  of  England  studies  of  financial 
derivatives  emphasize  the  gap  that  currently  exists  between  the  so-called 
sophisticated  market  participants  and  those  that  are  less  advanced  in 
market  knowledge  and  technical  systems.  But  this  is  surely  a  transitory 
phenomenon.  Those  now  considered  "backward"  will  catch  up,  while  a 
few  of  those  now  classified  as  "sophisticated"  may  stumble  and  take 
occasional  losses,  as  we  have  already  seen  in  one  complex  area,  the 
market  for  derivatives  on  mortgage  securities. 

The  reason  that  I  stress  the  dangers  which  might  appear  in 
financial  derivatives  in  a  more  competitive  market  environment  is  that  at 
present  insufficient  attention  is  given  to  how  market  participants  actually 
make  profits  in  derivatives.  Neither  the  Group  of  30  study,  the  Bank  of 
England  study  nor  any  of  the  other  treatments  so  far  have  adequately 
detailed  the  sources  of  revenue  in  derivatives  activities.  In  fact,  one  of 
the  most  penetrating  recommendations  in  the  Group  of  30  study  was  #4: 
"Dealers  should  measure  the  components  of  revenue  regularly  and  in 
sufficient  detail  to  understand  the  sources  of  risk."  Why  is  this 
recommendation  in  there?    Because,  as  the  study  notes:    "...  few  dealers 
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identifv  individual  sources  of  revenue.  This  should  be  a  more  common 
practice."  Of  course  it  should,  and  it  should  immediately  be  required  by 
supervisory  officials. 


Risks  in  Financial  Derivatives 

What  the  lack  of  revenue  attribution  implies  is  that  market 
participants  may  be  trying  to  downplay  the  amount  of  market  risk  they 
are  taking,  at  least  during  the  course  of  a  trading  day,  as  they  operate  in 
the  markets.  If,  as  many  in  senior  management  maintain,  the  bulk  of  the 
profits  comes  from  "running  the  casino"  rather  than  "playing  at  the 
tables",  that  should  be  backed  up  with  hard  numbers.  Otherwise,  the 
suspicion  is  that  profits  stem  mainly  from  position-taking,  which  entails 
market  exposure,  and  not  from  merely  marrying  bids  and  offers. 

Furthermore,  it  is  incumbent  on  the  regulatory  bodies  to  build  their 
own  models  to  assess  risk  and  return,  rather  than  merely  looking  over 
the  shoulders  of  the  banks,  securities  firms  and  insurance  companies 
they  are  examining.  Then  it  will  be  more  apparent  how  profit  is  being 
made  and  what  risks  are  being  taken  in  the  process.  Naturally,  those 
bodies  must  have  talented  staff  capable  of  performing  that  difficult 
function.  That  is  hard,  given  the  growing  disparity  in  pay  scales 
between  supervisory  personnel  and  derivatives  practitioners. 

A  large  portion  of  the  risk  entailed  in  financial  derivatives  stems 
from  market  exposures,  but  old-fashioned  credit  risks  are  not  absent,  and 
they  may  appear  in  novel  forms.  Thus,  continuous  credit  evaluation 
based  on  independent  credit  judgments  is  central  to  avoiding  large  credit 
losses. 

The  impression  that  emerges  from  the  Group  of  30  study  is  that 
the  mechanism  for  credit  evaluation  is  episodic  and  somewhat  dependent 
on  input  from  the  ratings  agencies.  This  is  certainly  a  good  starting 
point,  but  it  just  scratches  the  surface.  The  credit  judgments  that  matter 
most  are  with  respect  to  exposures  resulting  from  transactions  with  new 
types  of  organizations,  such  as  leveraged  funds,  for  which  conventional 
credit  ratings  are  inapplicable,  or  with  subsidiaries  of  non-financial 
corporations  which  may  have  a  complex  and  not  entirely  unambiguous 
relationship  with  the  parent.  This  raises  several  difficult  questions:  How 
often  are  credit  reviews  done  in  these  cases?  How  good  are  the  data  fed 
into  the  review  process?  Who  makes  sure  they  are  right  and  updated 
frequently? 

Granted,  some  market  participants  are  tough  about  credit 
standards  and  require  collateral  or  the  equivalent  of  variation  margin  from 
their  more  aggressive  customers.  But  newcomers  to  the  market  may  not 
be  so  fussy.  As  competition  in  the  marketplace  increases,  the  likely 
effect  will  be  for  dealers  to  scale  back  their  requests  for  collateral, 
margin,  and  even  data.  Regulatory  authorities  ought  to  be  alert  to  the 
potential  for  an  erosion  of  credit  review  standards  and  be  asking  these 
questions  now,  even  though  the  real  problem  may  lie  more  in  the  future. 
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The  nagging  concern  on  the  part  of  a  number  of  us  about  risks  in 
financial  derivatives  might  be  allayed  by  more  sunshine  on  the  size  of  the 
markets  and  the  types  of  exposures  being  carried  by  market  participants. 
But  the  data  now  available  falls  short  of  what  is  needed  to  provide  that 
comfort.  The  absence  of  extensive,  reliable,  and  timely  data  on 
derivatives  activities  and  exposures  is  indefensible  and  should  be 
corrected. 

One  of  the  most  painful  lessons  driven  home  forcefully  by  the  LDC 
debt  crisis  was  how  poor  official  data  was  on  the  size  of  the  market  and 
the  size  of  exposures  being  taken.  Data  collection  improved  dramatically 
after  the  debt  payments  interruptions  took  place,  but  that  was  too  late. 
There  is  a  danger  of  this  being  replicated  in  the  case  of  derivatives. 
These  are  global  markets.  It  will  take  a  thoroughgoing  Internationa! 
effort  to  produce  an  acceptable  statistical  network.  One  of  the  most 
striking  things  about  the  useful  article  on  derivatives  published  last 
month  by  the  staff  of  the  International  Monetary  Fund  (IMF)  was  that  the 
data  they  showed  on  derivatives  dated  back  to  the  end  of  1991.  If  that 
is  the  latest  data  available  to  the  IMF,  no  one  should  be  comfortable. 

Getting  better  data  on  derivatives  is  not  merely  a  challenge  for  the 
usual  collection  agencies,  normally  financial  regulators.  It  is  going  to 
take  a  parallel  effort  by  the  organizations  responsible  for  accounting 
standards  and  disclosure.  This  information  is  obviously  needed  by 
dealers  or  how  else  can  they  do  a  legitimate  job  of  evaluating  credit  risk? 
It  is  no  less  important  to  investors  in  equities  and  bonds,  as  well  as  to 
the  regulatory  authorities,  themselves.  The  Group  of  30  study  did  a 
commendable  job  of  bringing  out  the  need  for  attention  to  this  matter, 
but  somebody  will  have  to  play  a  leadership  role  in  getting  action. 

Vulnerabilities  in  the  derivatives  markets  cannot  be  casually 
dismissed  by  market  participants.  The  Groitp  of  30  study  ended  up  with 
an  assessment  of  systemic  risk  factors  that  bordered  on  the  complacent. 
Particularly  unpersuasive  is  the  claim  that  because  large  losses  haven't 
happened,  they  can't  in  the  future.  Exactly  the  same  argument  was 
made  about  LDC  loans  as  late  as  1981  and  about  LBO  and  commercial 
real  estate  lending  as  late  as  1988. 

A  more  balanced  treatment  of  the  potential  for  a  systemic  shock 
would  give  greater  weight  to  the  known  vulnerabilities  in  derivatives 
markets.  They  are  known  vulnerabilities  because  already  at  least  some 
segments  of  the  derivatives  markets  have  been  subjected  to  strain  in  two 
past  periods  of  market  turmoil:  the  stock  market  break  of  October  1987 
and  the  ERM  crisis  of  September  1992. 

Much  of  the  unwarranted  complacency  about  risks  in  derivatives 
boils  down  to  the  proposition  that  risk  positions  can  always  be  managed 
and  any  open  position  can  always  be  covered  before  it  goes  hopelessly 
wrong.  For  OTC  options  writers,  and  for  some  kinds  of  swaps  as  well, 
this  is  wrong  whenever  there  is  even  the  tiniest  probability  of  trading 
halts  or  of  the  abandonment  of  market  making  by  a  leading  dealer 
(perhaps  because  the  dealer  came  up  against  internal  trading  limits  that 
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prevented  it  from  playing  its  accustomed  role  in  the  market).  When  that 
sort  of  thing  happens,  normal  market  access  shrinks  and  new  hedges 
cannot  be  put  on  when  essentially  everybody  in  the  market  is  trying  to 
do  the  same  thing  at  the  same  time.  As  a  result,  volatility  can  cascade 
by  orders  of  magnitudes,  defeating  even  the  best  planned  options 
hedging  strategy. 

The  recent  IMF  staff  paper  on  financial  derivatives  is  explicit  on 
the  problems  of  dynamically  hedging  an  OTC  options  exposure: 

"During  the  September  1992  exchange  rate  mechanism  (ERM) 
crisis,  for  example,  interest  rate  volatility  was  far  outside  its 
normal  range.  Hedging  models  built  on  assumptions  of  low 
volatility  prescribed  inappropriate  mimicking  portfolios  for  some 
currency  and  interest  rate  OTC  options,  thereby  imposing  serious 
losses  on  market  making  banks." 


Accentuating  Credit  Cycles 

Financial  derivatives  permit  greater  leverage  in  the  system.  This  is 
a  systemic  problem  that  does  not  arise  mainly  from  prudential 
considerations,  but  it  poses  a  very  real  challenge  for  monetary  policy. 

Like  the  advent  of  floating  rate  financing  that  preceded  it,  the 
development  of  interest  rate  swaps  enable  a  marginal  credit  to  stay  in 
the  market  longer  than  would  otherwise  be  the  case.  This  means  that 
projects  that  would  have  been  denied  at  an  earlier  stage  of  past  business 
expansions  are  able  to  go  forward,  thereby  stimulating  still  further 
economic  growth  and  prolonging  the  upswing  of  the  cycle.  When 
economic  activity  eventually  ebbs  and  asset  values  are  adversely 
affected,  the  downward  adjustment  is  all  the  more  abrupt  and  disruptive. 
And  since  the  typical  payer  of  fixed  rates  in  an  interest  rate  swap  is 
ordinarily  the  weaker  credit,  it  does  not  get  the  benefit  of  the  subsequent 
decline  in  short-term  rates  that  would  cushion  the  impact  for  the  floating 
rate  borrower. 

In  the  new  financial  world  in  which  the  capacity  to  leverage  has 
been  much  enhanced,  it  is  essential  that  the  large  financial  institutions, 
whether  they  are  nominally  considered  to  be  banks,  securities  firms, 
insurance  companies,  or  something  else,  pursue  a  higher  standard  of 
conduct  in  their  business  activities.  They  must  take  account  not  only  of 
their  narrow  private  interests  but  of  their  broader  responsibilities  to 
clients  and  even  to  the  general  public. 

This  is  for  two  reasons.  The  first  is  because  the  largest 
institutions  are  much  more  interwoven  in  the  fabric  of  domestic  and 
globa'  financial  markets  than  ever  before,  as  a  result  of  new 
technologies,  securitization,  and  globalization  of  trading,  not  simply  the 
use  of  financial  derivatives  which  by  themselves  increase 
interdependency. 
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The  second  reason  is  that  the  largest  institutions,  which  are 
bound  to  grow  still  larger  in  the  coming  years  as  consolidation  proceeds, 
will  need  to  pursue  a  higher  standard  of  conduct  because  of  an 
increasing  potential  for  serious  conflicts  of  interest  with  respect  to  their 
customers.  Possible  conflicts  of  interest  may  arise  from  a  collision 
between  a  financial  institution's  role  as  a  creator  and  seller  of  complex 
financial  products  and  its  role  as  an  unbiased  advisor  to  its  clients. 

Essentially,  consolidation  requires  that  the  largest  financial 
institutions  be  viewed  increasingly  in  a  manner  analogous  to  public 
utilities,  and  less  like  ordinary  business  enterprises.  Otherwise, 
concentration  will  tilt  too  much  power  and  influence  over  the  direction  of 
non-financial  corporations  to  the  largest  financial  institutions  and 
therefore  promote  an  undesirable  tendency  away  from  business 
competition.  It  is  only  in  a  financial  world  of  many  independent  and 
moderate-sized  institutions  that  market  competition  can  prevail  without 
running  systemic  risks.  Once  financial  institutions  get  very  large,  both 
their  successes  and  their  failures  pose  a  problem  for  the  economy  and 
for  society  at  large. 


Financial  Supervision  and  Regulation 

It  should  be  noted  that  the  Group  of  30  study  spent  a  great  deal 
of  time  and  thought  on  a  number  of  complex  characteristics  of 
derivatives,  including  the  fundamental  fact  that  market  participants  cut 
across  traditional  institutional  lines,  and  yet  concluded  that  the  present 
structure  of  financial  regulation  is  just  fine.    It  doesn't  wash. 

To  the  contrary,  the  framework  of  financial  regulation  has  been 
out  of  date  for  some  time.  It  has  not  kept  pace  with  financial  innovation, 
the  break  down  of  traditional  institutional  specialization,  the  securitization 
boom,  internationalization  of  financial  activity,  institutionalization  of 
investment,  or,  lately,  the  mushrooming  of  derivative  financial 
instruments.  All  these  developments  require  a  new  regulatory  approach, 
as  I  have  been  recommending  for  nearly  a  decade.  For  the  United 
States,  wh^ch  has  perhaps  the  most  complicated  and  antiquated 
regulatory  structure,  consolidation  of  existing  regulatory  agencies  is 
needed  for  many  reasons,  not  least  to  deal  adequately  with  the 
expansion  of  financial  derivatives.  Internationally,  the  case  for  greater 
harmonization  of  supervisory  and  regulatory  efforts  is  far  stronger  when 
the  fastest  growing  sector  in  the  financial  system  is  being  operated  on  an 
explicitly  international  basis,  with  no  obvious  "home  base".  There  is  no 
principled  answer  to  the  question  of  where,  for  example,  an  OTC  option 
resides. 

What  is  not  the  answer  is  the  establishment,  either  in  the  United 
States  or  any  other  major  country,  of  yet  another  regulatory  agency 
specializing  on  derivatives.  That  would  go  in  the  wrong  direction,  further 
splintering  the  regulatory  effort,  diluting  supervisory  talent,  and  diffusing 
authority.    Indeed,  one  of  the  problems  I  have  with  the  present  system  in 
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the  United  States  and  some  other  countries  is  the  separation,  in  varying 
degrees,  of  central  banking  from  financial  supervision.  There  are 
substantial  benefits  from  viewing  the  task  of  conducting  monetary  policy 
and  that  of  overseeing  the  financial  system  in  a  unified  way.  Those 
responsible  for  monetary  policy  and  those  responsible  for  financial 
supervision  have  much  to  learn  from  each  other  and  play  their  respective 
roles  more  effectively  when  they  go  about  fulfilling  their  responsibilities 
in  coordinated  way.  For  those  primarily  engaged  in  monetary  policy,  this 
will  lead  to  a  better  hands-on  understanding  of  the  nuts  and  bolts  of 
financial  institutions  and  to  a  greater  focus  on  resolving  problems  at  an 
early  stage,  before  they  degenerate  into  some  sort  of  crisis. 

In  short,  we  would  benefit  from  better  supervision  and  better 
monetary  policy  decisions.  Achieving  this  result  will  not  be  easy  or 
inexpensive,  since  a  prerequisite  to  elevating  the  status  of  supervisory 
staff  is  to  provide  higher  compensation,  so  as  to  attract  individuals  with 
similar  skills  and  potential  of  those  in  the  private  sector  who  are  on  the 
leading  edge  of  financial  innovation,  especially  in  the  area  of  financial 
derivatives. 


Recommendations 

Let  me  conclude  by  summarizing  the  kind  of  regulatory  and 
supervisory  structure  that  I  believe  is  needed  to  deal  not  only  with  the 
expansion  of  financial  derivatives,  but  to  deal  with  the  many  facets  of 
financial  innovation  and  institutional  homogenization  that  have  made  the 
present  structure  outmoded. 

First,  building  on  the  successful  Bank  for  International  Settlements 
(BIS)  agreement  on  capital  requirements  for  commercial  banks,  we  need 
a  new  initiative  to  bring  together  banking,  securities,  and  insurance 
regulators  to  reach  agreement  on  standards  --  accounting  standards, 
disclosure  standards,  and  trading  standards.  The  currently  large 
differences  from  country  to  country  need  to  be  reduced.  Accounting 
standards  for  financial  institutions  range  from  strict  to  lenient,  disclosure 
standards  from  transparent  to  opaque,  trading  standards  from  permissive 
to  regimented.  With  institutions  of  every  type  involved  in  the  capital 
markets,  greater  harmonization  is  essential. 

Second,  regulatory  coverage  must  be  extended  to  those  financial 
institutions  that  are  now  effectively  unregulated,  such  as  finance 
companies.  Otherwise,  competitive  realities  will  eventually  lead  to  a  shift 
of  business  away  from  the  regulated  entities,  and  the  safety  and 
soundness  of  the  financial  system  will  suffer. 

Third,  regulatory  oversight  of  securitization  needs  to  be  clarified. 
Securitization  has  made  a  major  positive  contribution  by  transforming  the 
assets  of  financial  institutions  into  more  marketable  and  therefore  more 
liquid  investment  instruments.  But  it  has  also  introduced  new  forms  of 
risk.    Many  investors    -  and  not  just  unsophisticated  investors  --  have 
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been  subjected  to  sizable  losses,  notably  in  mortgage-related  derivatives, 
because  these  risks  have  not  been  fully  appreciated.  Any  reformulated 
regulatory  structure  will  have  to  bring  securitized  credit  more  explicitly 
under  its  oversight  responsibilities. 

Fourth,  further  work  is  needed  in  the  area  of  capital  standards. 
As  has  been  already  recognized  by  leading  regulatory  officials,  we  still 
lack  a  common  approach  to  evaluating  market  risks  and  the  risks 
associated  with  off-balance  sheet  activities. 

Fifth,  as  the  consolidation  of  financial  institutions  proceeds,  it  is 
inevitable  that  there  will  need  to  be  international  agreements  on  the 
investment  powers  of  universal  banks  and  the  potential  for  undesirable 
conflicts  of  interest  as  more  financial  institutions  play  the  dual  roles  of 
lender  and  shareholder. 

Sixth,  these  and  the  many  other  issues  that  inevitably  flow  from 
the  greater  internationalization  and  complexity  of  finance  cannot  be  dealt 
with  reasonably  and  in  a  timely  way  without  an  ongoing  institutional 
capability.  I  have  long  believed  that  the  most  promising  approach  would 
be  to  establish  a  new  international  institution  to  serve  as  the  focal  point 
for  regulatory  harmonization.  The  most  promising  route  would  be  to 
create  a  Board  of  Overseers  of  Major  International  Institutions  and 
Markets.  The  international  Board  would  consist  of  central  bank  and  other 
governmental  agencies.  It  should  also  include  members  drawn  from  the 
private  sector.  It  should  be  empowered  to  set  mutually  acceptable 
minimum  capital  requirements  for  all  major  institutions,  to  establish 
uniform  trading,  reporting  and  disclosure  standards  for  open  credit 
markets,  and  to  monitor  the  performance  of  institutions  and  markets 
under  its  jurisdiction. 

The  new  American  Administration  has  been  understandably 
reluctant  to  plow  ahead  with  proposals  for  comprehensive  financial 
regulatory  reform,  in  part  because  of  the  unhappy  experience  the  last 
Administration  had  in  this  area.  But  now  is  an  unusually  good  time  to 
move  forward,  both  at  home  and  in  cooperation  with  the  Governments  of 
the  other  major  industrial  countries.  Financial  markets  are  reasonably 
tranquil.  The  threat  of  severe  damage  to  the  financial  fabric  has  lifted  to 
a  great  extent,  as  financial  institutions  in  the  US  and  a  number  of  other 
major  countries  rebuild  their  profitability  and  restore  their  overall  financial 
strength.  In  addition,  the  rapid  expansion  of  financial  derivatives 
exposes  a  definite  weak  spot  in  official  supervisory  organization  and 
capabilities.  It  is  far  better  to  move  ahead  with  a  comprehensive  review 
of  the  structure  of  financial  regulation  and  supervision  under  these 
circumstances  than  to  delay  and  perhaps  be  subjected  to  an  unforeseen 
shock  later  on,  a  shock  that  nnay  well  be  preventable  under  more  modern 
and  resourceful  official  oversight. 


•  •  •  •  * 
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Testimony  of  Eugene  H.  Rotberg 

Before  the 

U.  S.  House  of  Representatives 

Committee  on  Banking,  Finance  and  Urban  Affairs 

■Tune  23.  1994 


My  name  is  Gene  Rotberg.  Let  me  first  express  my  appreciation  for  being  aslced  to  testify  with 
respect  to  matters  dealing  with  the  derivatives  maricets.  I  ask  to  be  incorporated  into  this  record 
remarks  I  gave  recently  to  the  National  Association  of  Corporate  Treasurers  entitled,  "The  Only 
Perfect  Hedge  is  in  a  Japanese  Garden." 

A  lot  has  already  been  written  and  reported  about  derivatives:  a  minority  staff  report  from  this 
committee,  Congressional  hearings,  a  GAO  study,  a  Group  of  Thirty  report,  a  Federal  Reserve 
report  and  commentaries  by  virtually  every  accounting,  banking  and  securities  association. 
There  have  been  press  reports  of  losses  by  dealers  and  corporations,  lawsuits,  investigations  and 
attention  by  every  relevant  regulatory  agency.  For  purposes  here,  let  me  try  to  focus  on  why 
the  subject  matter  has  and  will  likely  cause  a  great  deal  of  continuing  stress.  I  believe  it  is  a 
peculiar  combination  of  five  unique  and  potentially  dangerous  circumstances. 

First,  derivatives  can  be  used  to  leverage  risk  --  interest  rate,  currency  rate,  share  prices  — 
without  putting  up  a  lot  of  money.  That  simply  means  that  during  a  period  of  volatility,  losses 
or  gains  are  magnified  manyfold.  And  often  the  leverage  is  asymmetrical;  that  is,  the  potential 
gains  are  limited,  while  the  losses  may  be  multiples  of  the  maximum  gain. 

Second,  current  accounting  conventions  mask  error,  risk  and  mistake.  They  are  not  designed 
as  risk  management  tools.  They  have  tax  consequences,  which  may  be  one  of  the  reasons  why 
it  has  been  so  difficult  to  develop  a  comprehensive  set  of  conventions  which  also  can  be  used 
for  risk  management  purposes. 

The  truth  is  we  do  not,  generally,  mark  derivatives  to  market.  Many  derivatives  are 
unmarkable.  In  certain  transactions,  mistakes  can  be  hidden  because  accounting  conventions  do 
not  record  them,  either  because  they  are  ad  hoc  or  there  is  no  market,  or  they  are  off  balance 
sheet.  There  is,  too  often,  little  reality  testing.  We  continue  to  pretend  that  a  rolling  loan 
gathers  no  loss.  We  pretend  that  if  a  triggering  event  occurs  in  a  different  time  period,  the  loss 


EUGENE  H.  ROTBERG  served  for  1 1  years  at  the  SEC  as  Associate  Director  for  Trading  and 
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can  be  delayed.    And  when  losses  can  be  ignored,  greater  risks  are  taken.   The  latest  FASB 
proposed  draft  on  derivative  accounting  is  a  beginning,  but  the  draft  is  deficient  because  it  will 
not,  yet,  put  the  users  under  the  pressure  involuntarily  of  admitting  to  failure,  risk  and  error. 
I  think  the  response  to  the  latest  FASB  draft  will  illustrate  the  point. 

Third,  senior  managers  are  rarely  as  informed  as  traders,  and  legislation  is  not  likely  to  make 
them  so.  Typically,  senior  management  is  usually  unaware  of  the  technical  operations  of 
financial  engineering.  Worse,  they  are  often  afraid  to  ask,  out  of  concern  of  admitting  to  their 
lack  of  mastery  over  the  subject  matters,  and  I  think  we  also  must  admit  to  the  fact  that  there 
is  a  good  deal  of  underlying  hostility  to  financial  superstars,  mathematicians,  physicists.  Senior 
management  often  believe  the  financial  engineers  are  too  young;  too  overpaid;  they  have  too 
much  control;  they  are  too  smart;  they  know  what  to  hide  and,  too  often,  how  to  hide  what  they 
are  doing  and  why  they  are  doing  it.  Management  is  not  trained  in  the  intricacies  of  convexity 
or  volatility.  As  a  result,  reports  are  inadequate,  supervision  thin.  Risk  management  leaves  a 
lot  to  be  desired.  Worse,  most  of  us  have  great  difficulty  in  admitting  to  those  who  report  to 
us  that  we  do  not  know  nearly  as  much  as  they.  That  is  a  recipe  for  potential  disaster.  The 
good  news  is  that  senior  management  is  becoming  aware  of  what  they  don't  know.  In  the  Group 
of  Thirty  study  recently  completed,  57%  of  senior  managers  had  serious  or  some  concern  over 
their  risk  management  systems;  71  %  over  the  complexity  of  their  derivative  products;  89%  over 
the  illiquidity  of  certain  products.  On  the  other  hand,  for  multinational  corporations,  the  correct 
timing  of  a  move  in  the  foreign  exchange  markets  can  do  wonders  for  a  fall-off  in  sales. 

Fourth,  many  products,  particularly  over-the-counter  derivatives  and  aspects  of  the  mortgaged- 
backed  market  are  idiosyncratic,  ad  hoc,  unpublicized,  illiquid.  That  means  they  are  difficult, 
if  not  impossible,  to  price  or  value.  It  means  that  if  held  as  collateral,  there  may  be  no  buyers 
in  the  event  of  a  forced  sale,  or  the  spreads  between  buyers  and  sellers  may  be  so  wide  that  even 
hedges  are  ineffective.  That  means  that  a  bank  dealer  which  holds  such  instruments  may  have 
to  sell  short  instead,  say,  plain  vanilla  U.S.  Government  bonds  in  very  large  amounts  to  protect 
itself.   That  complicates  the  Federal  Reserve  responsibilities. 

Fifth,  the  relationship  between  the  banker  and  the  other  side  is  typically  unclear,  at  best,  and 
possibly  adversarial.  Is  the  other  side  of  the  bank  dealer  a  client,  or  a  customer,  or  a 
beneficiary,  or  an  adversary.  What  is  the  responsibility  and  practice  to  provide  stress  modelling 
scenarios  to  the  "other  side."  Is  the  banker  hedged  or  is  he  betting  the  opposite  way  from  the 
end  user.   Whatever  the  obligation  of  disclosure,  it  is  clear  the  end  user  rarely  asks.  It  should. 

Eight  years  ago,  in  a  speech  entitled,  "Be  on  Guard  in  the  Glittery  World  of  Financial 
Innovation,"  I  wrote: 

"Many  new  instruments  have  developed  because  of  peer  pressure;  they  are  poorly 
priced  with  little  academic  or  market  rationale.  Most  innovations  have  uncertain 
economic  benefit  -  they  typically  involve  a  sharing  of  unknown  risks  for 
unknown  benefit  at  a  price  which  is  simply  market  clearing.  There  also  is  a  bit 
of  the  "herd"  instinct  ~  by  intermediaries,  issuers  and  investors.     There  is 


308 


competitive  pressure  to  simply  execute  the  latest  instrument  for  a  client  or  to 
create  the  next  one,  whether  or  not  it  makes  sense,  simply  because  it  is  market 
clearing  at  a  cost  which  appears  low  compared  to  some  other  benchmark. . . 

Senior  managers  and  their  regulators  will  find  it  a  challenge  -  to  say  the  least  — 
to  find  out  what  is  going  on  and  whether  it  makes  sense.  But  unfortunately,  I 
suspect,  wisdom  ex  post  will  likely  be  measured  by  an  accounting  convention." 

Little  has  changed. 

Sigmund  Freud  would  have  been  a  wonderful  witness  here.  He  would  have  explained  the  use 
of  derivatives  as  denial  and  rationalization  --  the  pretense  that  we  are  doing  one  thing  when  we 
really  mean  to  do  something  else;  the  relationship  between  the  banker  and  its  client  as  one  of 
ambivalence  and  reliance  on  the  father  figure;  the  use  of  accounting  conventions  as  repression 
and  the  absence  of  reality  testing;  the  work  environment  as  the  pleasure/pain  principle  ~  current 
pleasure  for  future  damage,  let  someone  else  pick  up  the  pieces;  leveraging  and  doubling  our 
bets  as  counterphobic  behavior;  termination  therapy  as  what  happens  when  the  CFO  and 
Treasurer  get  caught;  and  of  course,  transferrence  --  how  the  trader  seeks  to  shift  responsibility 
to  his  or  her  superior  when  the  string  runs  out. 

With  respect  to  H.R.  4503,  I  have  the  following  suggestions: 

1.  Page  6,  line  23.   Add  margin  requirements  as  a  subject  to  be  covered. 

2.  Page  7,  line  21.  The  language  is  quite  soft.  You  might  wish  to  consider  providing  the 
regulatory  authorities  the  "power  to  implement"  regulations,  not  merely  make 
recommendations  (to  whom?)  with  respect  to  the  subject  matters  on  Pages  8  and  9. 

3.  Pages  10  and  11.  All  references  to  "revenue  gains  and  losses"  might  explicitly  include 
the  phrase,  "whether  or  not  realized." 

4.  Pages  29  and  30.  The  term  "speculation"  should  be  avoided  in  the  Bill.  Any  financial 
decision  is  "speculative."  Alternatively,  you  might  wish  to  consider  using  the  term 
"leveraged"  where  appropriate. 

5.  Finally,  I  would  suggest  that  the  study  of  margin  and  collateral  be  the  responsibility  of 
the  Federal  Reserve  Board. 


This  brings  me  to  my  final  point  and,  to  my  own  mind,  the  most  important.   We  have  enough 
essays,  surveys,  studies,  green  books,  Basle  guidelines,  international  studies  about  credit  risk, 
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basis  risk,  legal  risk,  event  risk,  operational  risk.  They  are  all  fine  and  so  will  be  future  ones  - 
-  whether  mandated  by  legislation  or  done  voluntarily.  But  they  all  read  like  a  cross  between 
graduate  school  theses,  at  best,  and  a  public  policy  consultant's  think-piece.  We  are  writing 
essays  without  really  knowing,  in  a  systematic  fashion,  how  the  market  works.  We  need  far 
more  precise  day-to-day  market  information  on  who  does  what;  how  is  it  financed;  how  do 
bankers  and  dealers  pass  on  their  risks;  how  is  leverage  actually  accomplished,  etc. 

The  time  is  now,  I  suggest,  for  a  "Special  Study,"  under  oath,  with  subpoena  power,  conducted 
independently,  reporting  directly  to  Congress,  with  such  commentary  by  the  Federal  Reserve, 
Treasury,  Comptroller  of  the  Currency,  SEC,  CFTC,  and  anyone  else  who  would  like  to 
comment  on  the  ultimate  analyses  and  conclusions  of  the  Study. 

The  Chairman  of  the  SEC  and  Chairwoman-Designate  of  the  CFTC  should  designate  a  Director 
of  the  Study  and  then  let  that  Director  staff  the  Study  -  with  subpoena  power.  We  will  not  find 
out  how  the  market  really  works  without  such  a  Study.  Why  subp»oena  power?  Let  me  remind 
this  Committee  that  at  the  time  of  the  Salomon  Brothers  affair  almost  three  years  ago,  which  had 
many  of  the  elements  of  the  subject  now  being  looked  at,  no  securities  firm  would  voluntarily 
testify  about  their  operations  in  the  REPO  and  government  securities  market.  Nor  will  they  do 
so  fully  and  frankly  about  derivatives  in  response  to  a  letter  from  the  Secretary  of  Treasury  or 
the  Chairman  of  the  Federal  Reserve. 

They  will  under  oath.  And  that  is  the  way  to  develop  a  body  of  knowledge  in  this  particular 
area.  The  alternative  is  to  rely  on  Grand  Juries,  SEC  investigations  after  the  fact,  class  action 
lawsuits  and  surveys. 

Three  years  ago,  in  Senate  hearings  on  the  operations  of  the  government  securities  market  in 
connection  with  the  Salomon  Brothers  affair,  I  testified: 

"Finally,  I  would  urge  a  major  inquiry  —  not  an  adversarial  investigation  ~  into 
the  operations  of  the  securities  markets  (including  the  government  securities 
markets  and  those  of  derivative  products  and  financing)  similar  to  the  Special 
Study  of  Securities  Markets  conducted  in  the  early  1960s  which  reported  directly 
to  Congress. " 

I  can  only  repeat  the  same  recommendation  here,  but  this  time  note,  merely  by  way  of  example, 
five  matters,  almost  chosen  at  random,  which  have  not  yet  really  been  publicized,  and  which  are 
indicative  of  what  we  don't  know  about  -  except  in  the  most  superficial  and  uncoordinated 
fashion. 

1.  U.S.  federal  agencies  issue  structured  finance  paper  in  which  the  agency  obtains  a  lower 
cost  than  a  "straight  vanilla"  issue,  but  somewhere  down  the  line,  after  the  agency  has 
hedged  its  risk,  a  small,  rather  unsophisticated  S&L  or  a  pension  fund  (the  buyer  of  the 
paper),  in  return  for  a  pick-up  in  yield,  may  end  up  with  a  zero  return  over  time  if  yields 
rise  because  of  an  imbedded  option  (whose  value  is  very  difficult  to  quantify)  which 
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works  to  the  buyer's  disadvantage.  What  is  the  issuer's  responsibility?  The  banker's 
who  sold  it?  What  is  the  instrument's  liquidity?  S&Ls  will,  yet  again,  be  at  risk.  While 
there  is  no  real  credit  risk  (these  are  AAA  issuers  and  exempt  securities),  there  is  a  lot 
of  asymmetrical  leveraged  market  risk  taken  by  institutions  whose  deposits  are 
guaranteed  by  federal  authority,  but  who  are  putting  not  credit  sensitive  paper  on  their 
books,  but  complex  and  illiquid  products  whose  value  will  sharply  erode  in  response  to 
changes  in  interest  rates. 

2.  The  effects  of  illiquid  collateral,  particularly  in  the  mortgaged-backed  market,  and  its 
effect  on  the  U.S.  government  bond  market  when  small  changes  in  interest  rates  are 
magnified  when  the  collateral  can't  be  sold  and,  instead,  the  U.S.  government  bond 
market  absorbs  the  selling  pressure  as  financial  intermediaries  seek  to  protect  themselves. 

3.  Equity  swap  positions  of  banks.  To  what  extent  are  banks,  through  the  use  of  derivative 
products,  taking  substantial  positions  in  the  stock  markets  domestically  and/or  in  foreign 
stock  markets  with  the  explicit  currency  risk? 

4.  The  practice  and  implications  of  end-of-month  or  quarterly  cleaning  up  of  derivative 
portfolios  in  order  to  avoid  disclosure. 

5.  The  use  of  derivatives  in  the  FOREX  market  and  its  implications  for  public  policy, 
government  intervention  and  the  maintenance  of  stable  exchange  rates. 

These  matters  get  too  close  to  the  edge  of  propriety  or  legality  to  expect  voluntary  disclosure 
to  form  letters. 

Does  this  all  mean  that  there  is  great  systemic  risk?  No.  Or  that  major  banks  or  corporations 
are  likely  to  tumble  in  a  domino  effect?  No.  Will  some  be  badly  hurt?  Yes.  Are  some  S&Ls, 
securities  dealers  and  corporations  taking  imprudent  risks?  Yes.  It  means  mostly,  though,  that 
regulators  are  not  up  to  date  because  they  do  not  have  up-to-date  quality  information  about  what 
is  really  going  on  in  the  market  -  and  when  they  do  get  it,  it  is  after  the  fact,  ad  hoc,  in  a 
criminal  investigatory  setting,  which  rarely  predicts  the  next  financial  crisis. 

Thank  you. 
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The  Only  Perfect  Hedge  is  in  a  Japanese  Garden 

by  Eugene  H.  Rotberg 

Remarks  Prepared  for 

National  Association  of  Corporate  Treasurers 

May  19.  1994 


I  have  been  given  a  lot  of  advice  about  my  remarks  this  afternoon:  keep  it  light,  but  serious; 
don't  talk  too  much  about  regression  analyses  and  dynamic  hedging,  but  make  sure  that  you 
cover  all  of  the  risks  implicit  in  financial  engineering;  make  it  relevant,  but  not  too  specific, 
and,  of  course,  start  off  with  a  joke  or  funny  story.  I  am  particularly  puzzled  by  the  last 
admonition.  I  can  think  of  nothing  funny  to  say  about  derivatives,  convexity,  volatility, 
swaptions,  floortions,  inverse  floaters,  and  the  rest.  After  all,  a  subject  which  lends  itself  to 
Congressional  hearings  and  a  900-page  report,  a  new  FASB  exposure  draft,  a  General 
Accounting  Office  report  (issued  but  yesterday),  an  analysis  by  the  Group  of  Thirty,  and 
apocalyptic  visions  of  the  future,  not  to  forget  law  suits  between  corporate  clients  and  their 
bankers,  write-downs  approaching  a  magnitude  equalling  the  write-offs  occasioned  by 
downsizing  and  restructuring,  is  not  one  which  lends  itself  to  a  Robin  Williams  monologue. 

I  thought,  instead,  about  the  parallels  between  the  world  of  derivatives  and  psychoanalytic 
theory.  Indeed,  what  better  product  than  derivatives  to  show  how  we  react  to  pain  and  pleasure 
and  meet  our  insatiable  need  to  fool  ourselves.  Let  me  be  specific:  my  remarks  today  are  about 
five  or  six  related  matters:  (1)  Know  the  reasons  for  using  derivative  products,  or  financial 
engineering.  I  can  think  of  no  better  paradigm  than  the  use  of  denial  and  the  process  of 
rationalization  —  the  pretense  that  we  are  doing  one  thing  when  we  really  mean  to  be  doing 
something  else.  (2)  The  basic  conflict  between  the  corporate  end  user  and  its  banker,  whom  the 
client  relies  on  to  provide  wisdom  and  guidance.  What  better  example  than  the  father  figure, 
the  resentment  over  his  accomplishments  and  his  materialism.  (3)  The  use  of  accounting 
conventions  and  their  irrelevance  to  financial  risk  management  -  a  classic  example  of  reality 
testing  and  repression.  (4)  The  work  environment  and  the  bureaucratic  setting  in  which  we 
conduct  our  financial  operations.  It  is  living  proof  of  the  pleasure/pain  principal  and  the  use  of 
reward  and  punishment  as  a  motivating  tool.  And  what  about  counterphobic  behavior  in 
response  to  loss  ~  maybe  we  should  double  our  bets  -  in  response  to  the  first  loss.  (5)  The 
pitfalls  and  the  risks  attendant  to  the  world  of  financial  engineering,  and  (6)  What  to  do  about 
it  and  how  to  manage  risk  —  the  last,  a  textbook  example  of  the  behaviorists'  use  of  desensitizing 
-  or  dynamic  hedging  to  get  you  comfortable  with  fear  and  anxiety.  Finally,  of  course, 
termination  therapy  and  transferrence.  The  former,  termination,  is  what  the  CEO  will  ultimately 
do  to  the  financial  staff  if  the  derivatives  do  not  work  out;  the  latter,  transferrence,  is  how  the 
treasurer  subtly  moves  the  risk  to  his  or  her  boss. 
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But  I  could  not  decide  whether  this  literary  conceit  was  90%  jest  and  10%  serious,  or  whether 
it  was  90%  serious  and  10%  jest,  which  in  turn,  would  determine  the  tone  of  these  remarks. 
So,  instead,  let  me  just  take  these  subject  matters  and  talk  to  you  about  them  informally,  for  all 
I  can  really  do,  basically,  is  share  with  you  some  observations  about  my  own  experiences  about 
risk  and  the  work  environment  and  hope  that  they  might  be  relevant  to  your  own  experience. 
But  first,  I  think  some  background  is  in  order.  Why  are  we  here  discussing  this  stuff?  What 
was  the  environment  which  prompted  the  use  of  derivatives  and,  more  generally,  financial 
engineering? 

The  Background 

•  Floating  exchange  rates.  At  first  the  world  was  fixed.  Then  the  Yen,  for 
example,  went  from  360  to  the  dollar  to  300  to  240  to  200  to  300  to  120  to  100  - 
-  with  many  changes  of  direction  in  between.  That  volatility,  which  occurred  in 
many  currencies,  created  the  incentive  to  speculate  on  potential  exchange  rate 
movements  --  or  if  possible,  to  cause  them.  That,  in  turn,  led  to  market  risk  and 
a  proliferation  of  products  for  protection  and  for  speculation. 

•  Volatile  interest  rates.  In  the  U.S.,  long-term  interest  moved  one  percent  in  the  period 
1955-1965.  Since  then,  long-term  rates  have  moved  from  7%  to  15%,  down  to  8%,  rose 
to  12%,  down  to  6-1/2%.  Short-term  dollar  rates  have  similarly  fluctuated  between  3% 
and  20%  and  everywhere  in  between.  That  kind  of  volatility  also  has  led  to  the  potential 
for  profit  by  speculation  or  hedging  interest  rate  movements. 

•  Lowest  common  denominator  regulatory  and  supervisory  controls.  If  a  fmancial 
intermediary  could  not  offer  particular  services  because  national  controls  were  too 
demanding,  it  moved  its  operation  to  a  more  accommodating,  less  intrusive  domicile. 

•  Communications.  That  let  everyone  know  what  all  market  participants  -  end  users, 
intermediaries  and  the  rest  —  were  doing  and  seeing  at  the  same  time.  That,  in  turn, 
narrowed  spreads  between  buyers  and  sellers.  However,  the  efficiency  of  the 
information  flow  increased  volatility  because  high  levels  of  volume  become  destabilizing 
when  markets  are  responding  to  the  same  information.  The  increased  liquidity,  a  natural 
consequence  of  the  number  and  capital  of  the  players,  therefore,  did  not  reduce  volatility 
given  the  immediacy  of  the  information  flow;  it  increased  it. 

•  An  accommodating  accounting  system.  That  permitted  failure  and  risk  to  stay 
undisclosed  because  of  the  practice  of  not  marking  assets  to  market  ~  despite 
their  depreciating  value. 

•  Securitization.  That  meant  if  you  could  sell  an  asset  after  putting  it  on  your  books,  you 
need  not  worry  about  credit  quality.  Someone  else  would  pick  up  the  pieces. 
Securitization  and  the  prospects  for  immediate  liquidity  damaged  the  normal  attention  to 
prudential  credit  assessment. 
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•  Finally,  financial  engineering.   It  gave  great  advantage  to  first  users.   But  it  was  easily 

imitated  by  others.  Even  the  most  sophisticated  products  are  now  replicable  because  of 
broad  skills,  communications  and  information  technology.  Arbitrage  opportunities,  once 
quickly  identified,  then  disappeared.  But  more  important,  the  products  were,  and  are, 
increasingly  complex,  leveraged,  not  readily  understood  by  managers  or  regulators,  or 
end  users.  Moreover,  they  are  off  balance  sheet,  which  means  that  they  were,  and  are, 
for  the  most  pan,  "unrecorded,"  with  uncertain,  or  sometimes  unknowable,  risk  - 
clearly  not  readily  subject  to  capital  requirements  or  risk  management  systems. 

It  is  with  that  background  that  I  come  to  my  first  point:  We  must  admit  openly  and  honestly 
why  we  are  using  derivative  products  or,  indeed,  any  form  of  financial  engineering.  You  may 
think  the  cliche  is  obvious,  but  I  suspect  that  it  is  not  so.  For  example,  a  dealer  or  bank  may 
be  in  the  business  of  financial  engineering  for  a  variety  of  reasons: 

1.  To  profit  from  the  spread  between  the  end  users  of  a  liquid  derivative  product.  The 
trader  takes  no  risk  and  hopes  the  spread  is  wide  enough  to  sustain  a  market  making  or 
agency  interest. 

2.  A  financial  intermediary  may  wish  to  take  on  a  speculative  position.  Usually  it  is  quite 
leveraged.  Often,  on  the  other  side  of  the  transaction  is  an  end  user  -  a  corporation,  or 
perhaps  a  pension  fund  or  insurance  company.  The  dealer  simply  believes  that  it  can 
predict  better  than  the  non-professional  the  movement  of  interest  rates,  exchange  rates, 
market  indices,  share  or  commodity  prices,  etc. 

3.  Or,  a  dealer  may  be  in  the  business  simply  of  taking  advantage  of  imperfections  in  the 
marketplace.  It  believes  that  it  can  identify  those  aberrations,  totally  hedge  its  own 
position,  and  through  leverage,  make  a  great  deal  of  money.  Those  aberrations, 
however,  increasingly  have  become  difficult  to  come  by  and  only  can  occur  when  either 
the  information  systems  or  the  counterparty  is  less  sophisticated  than  the  dealer. 

4.  A  financial  intermediary  may  be  in  the  business  of  servicing  a  client,  and  that,  in  turn, 
may  either  be  in  an  adversarial  or  supportive  way.  You  are  that  client.  You  should  hope 
that  you  are  not  merely  a  customer.  There  is  a  difference.  I  will  talk  more  about  that 
issue  in  a  few  moments. 

5.  Or,  a  financial  intermediary  may  be  acting  solely  as  agent  for  a  fee  ~  a  commission,  if 
you  will  -  to  bring  you  a  product  which  you  believe  you  need  in  order  to  conduct  your 
business  affairs. 

From  the  point  of  view  of  a  financial  services  company  -  a  bank,  a  securities  firm  -  it  is,  as 
you  can  imagine,  quite  important  for  them  to  know  which  lines  of  business  they  are  in.  Too 
often,  after  an  unhappy  or  unprofitable  event,  they  engage  in  a  kind  of  historical  revisionism  and 
argue  that  their  objective  was  quite  different  from  what  it  appeared  to  be;  that  they  weren't 
really  speculating;  that  it  was  a  client's  idea  in  the  first  place,  that  they  were  merely  servicing 
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the  client  need;  or  that  it  was  a  loss  leader;  or  that  they  thought  they  were  hedged.  Those  in 
the  business  of  finance  too  often  shift  their  objectives  after  an  unhappy  event  in  order  to 
rationalize  why  they  did  what  they  did. 

Of  those  of  you  in  this  room,  though,  few  are  financial  intermediaries.  But,  you,  too,  must 
know  why  you  are  engaged  in  financial  engineering.   There  are  four  quite  fundamental  issues: 

1.  Are  you,  or  are  you  not,  using  derivatives  as  a  means  of  speculating  on  an  unknown  in 
the  future  by  taking  either  a  long  or  short  position  -  betting  on  the  movement  of  a 
commodity,  interest  rates,  exchange  rates,  an  index,  rainfall,  etc.  In  effect,  are  you 
operating  in  the  market  in  a  manner  beyond  what  you  need  to  do  to  immunize  yourself 
from  future  uncertainty.  There  is  nothing  intrinsically  wrong  with  it  --  speculating  --  but 
you  must  know  whether  or  not  you  are  only  trying  to  hedge  a  contractual  cash  flow,  or 
an  asset,  or  liability  against  future  uncertainty.  It  is  not  a  simple  determination.  Indeed, 
even  issuing  a  floating  rate  versus  a  fixed  rate,  or  borrowing  now  versus  later,  is 
"speculating"  on  the  future  in  a  quite  real  sense.  The  decision  to  "hedge"  that  transaction 
simply  means  that  you  are  unsure  about  whether  the  future  will  make  you  look  bad. 

2.  If  you  are  using  derivatives  for  the  purpose  of  reducing  or  eliminating  future  uncertainty 
~  hedging  --  you  might  ask  a  further  question:  what  is  the  precise  cost  of  doing  so,  just 
as  you  would  ask  the  up-front  cost  and  the  present  value  of  paying  an  insurance  premium 
against  a  fire  burning  down  your  plant  and  facilities.  And  you  must  know,  also,  that  the 
only  perfect  hedge  is  in  a  Japanese  garden. 

3.  For  each  hedge,  you  must  evaluate  the  cost  of  not  hedging,  and,  more  important, 
evaluate  alternative  ways  of  getting  the  same  result  through  some  other  means.  We  must 
do  this,  I  would  suggest,  even  if  some  techniques  produce  a  visible  articulated  expense 
while  others,  because  of  the  nature  of  accounting  systems,  do  not  articulate  or  record  the 
cost,  but  which  may  in  fact  be  less  economically  costly. 

4.  Finally,  I- think  it  is  important  to  have  a  rather  precise  sense  of  your  authority  and 
responsibilities:  whether  you  are  in  the  posture  of  convincing  the  CFO  and  CEO,  for  one 
reason  or  another,  that  you  should  be  a  profit  center  in  the  accounting  sense,  whether  you 
have  had  that  burden  thrust  upon  you;  what  is  your  responsibility  to  your  Board,  the 
CFO,  etc.    But  I  will  say  more  about  that  later. 

Before  going  on,  let  me  give  you  one  example  of  how  one  issuer,  the  World  Bank,  uses  a  rather 
straightforward  product  --  swaps  --  and  other  derivative  products  to  manage  the  liability  side  of 
its  balance  sheet,  which  has  over  $100  billion  of  fixed  rate,  medium  term  debt  denominated  in 
over  20  currencies: 

I.  To  change  the  currency  of  a  specific  borrowing.  Its  use  of  the  swap  market  and  its 
comparative  advantage  often  permits  it  to  access  one  currency  and  simultaneously  swap 
it  for  another  targeted  currency  at  a  lower  cost  than  a  direct  borrowing. 
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2.  It  converts  floating  rate  borrowings,  where  it  is  highly  competitive  because  of  its  credit 
standing,  into  fixed  rate  borrowings  at  a  lower  cost  than  its  direct  access  to  the  fixed  rate 
market. 

3.  It  separates  the  fixing  of  interest  rates  on  a  note  issue  from  the  timing  of  the  issue.  At 
times  the  opportune  moment  for  accessing  the  capital  markets  (in  terms  of,  say,  spreads 
over  U.S.  Treasuries)  is  not  necessarily  the  best  moment  to  lock-in  the  specific  rate  level. 
The  use  of  derivatives  can  separate,  therefore,  the  timing  of  the  issue  from  the  actual 
fixing  of  the  interest  rate  and,  through  deferred  rate  settings,  spread  the  rates  over 
different  times  -  perhaps  a  year  in  the  future. 

4.  The  Bank  imbeds  in  derivative  products  call  features  and  sinking  fund  options  which 
provide  it  with  the  right,  at  no  cost,  to  retire  debt.  Or,  in  a  more  complex  operation, 
it  issues  "structured"  notes  which  provide  the  buyer  an  interest  or  exchange  rate  play. 
The  Bank,  however,  simultaneously,  hedges  itself  against  the  option  given  to  the  buyer 
and  ends  up  with  all-in  savings  relative  to  a  direct,  so-called  plain  vanilla  borrowing. 

5.  Finally,  the  Bank  shifts,  from  time  to  time,  minor  portions  of  its  existing  stock  of  debt 
from  one  currency  to  another  based  on  cost  and  risk  considerations.  Whatever  the 
ultimate  currency  composition  of  the  Bank  liabilities  (and  its  policies  are  designed  to 
make  that  composition  predictable  and  certain),  the  currency  risk  is  taken  by  its 
borrowers.  And  that  you  cannot  pass  on  to  your  customers.  That,  by  the  way,  is  why 
it  is  so  important  to  know  who  you  are  and  what  you  are  trying  to  do. 

That  brings  me  to  my  second  point:  the  relationship,  perhaps  potential  conflict,  between  the 
banker  and  the  client.  It  does  not  much  matter  here,  for  purposes  of  my  remarks,  whether  you 
have  chosen  to  hedge  or  speculate  on  a  future  unknown  development,  whether  you  are  leveraged 
or  not,  or  whether  you  know  the  up-front  costs,  the  alternative  costs,  or  even  the  potential 
opportunity  cost  of  your  activity.  In  any  event,  you  must  determine  whether  your  banker/dealer 
treats  you  as  a  fiduciary  would  treat  its  beneficiary,  or  whether  you  are  a  client,  or  whether  you 
are  merely  a  customer.  I  would  suggest  that  one  way  to  determine  the  nature  of  that  relationship 
might  be  to  determine  the  nature  of  your  banker's  compensation,  whether  its  profitability  is 
uncertain  or  fixed,  whether  its  risk  is  hedged  or  not  hedged,  and  the  structure  of  the  transaction 
as  it  appears  to  your  banker.  You  also  might  want  to  determine  if  there  is  a  lack  of  symmetry 
between  what  you  are  buying  and  what  the  counterparty  is  selling,  and  why  the  transaction 
makes  sense  from  both  sides.  That  will  go  a  long  way  to  reducing  your  risk  because,  ultimately, 
you  will  find  yourself  asking  questions  which  will  not  only  tell  you  the  economic  risk  distance 
between  you  and  your  counterparty,  but  more  important,  tell  you  whether  or  not  you  alone  have 
an  open-ended  risk.    If  you  do,  that  should  prompt  caution. 

You  may,  of  course,  have  asked  that  your  banker  provide  you  with  a  vehicle  to  hedge  or 
speculate,  say,  on  interest  rates  or  exchange  rates  or  commodities  or  share  prices.  But,  some 
products  are  more  costly  than  others  and  have  all  kinds  of  open-ended  provisions  to  either 
enhance  profit  and/or  reduce  losses.  They  should  be  explored.  But,  most  important,  if  you  are 
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buying  a  product  from  a  banker,  structured  for  you,  on  which  the  banker  is  on  the  other  side, 
remember  that  you  are  in  the  business  of  selling  automobiles  or  paper  products,  or  of 
manufacturing,  of  planting,  of  harvesting,  of  providing  services,  of  developing  technology,  etc. 
On  the  other  side  of  your  transaction,  there  is  someone  in  the  financial  services  industry  whose 
business  is  to  earn  a  return  on  capital  by  predicting  interest  rates  and  exchange  rates.  If  there 
is,  exercise  caution.  You  are  in  their  business.  It,  too,  is  not  a  long  term  recipe  for  success  -- 
particularly  if  your  professional  counterparty  is  unhedged. 

Now  it  could  be  that  on  the  other  side  of  your  transaction  is  a  fellow  corporate  treasurer  and  the 
financial  firm  is  simply  servicing  the  accounts.  But  even  if  that  is  the  case,  you  should  ask  why 
it  isn't  on  one  side  or  the  other.  The  answer,  of  course,  is  that  it  would  rather  take  the  fee,  not 
the  market  position,  yet  you  both  are  taking  the  latter.  But  again,  I  do  not  want  to  preempt  your 
desire  to  speculate  in  the  world  of  finance.  But  know  that  the  father  figure,  your  investment 
banker,  probably  did  not  become  rich  and  successful  by  doing  what  you  are  doing.  They  did 
so  either  by  being  on  the  opposite  side  of  your  financial  decisions,  or  by  being  neutral. 

Third,  let  me  talk  a  little  about  the  seduction  of  accounting  conventions.  We  do  not  measure 
opportunities  lost.  We,  generally,  do  not  mark  to  market.  Many  of  the  products  are 
unmarkable.  In  certain  transactions  mistakes  can  be  hidden  because  accounting  conventions  do 
not  record  them,  either  because  they  are  ad  hoc  or  there  is  no  market,  or  they  are  off  balance 
sheet.  There  is,  too  often,  little  reality  testing.  We  continue  to  pretend  that  a  rolling  loan 
gathers  no  loss.  We  pretend  that  if  it  a  triggering  event  occurs  in  a  different  time  period,  the 
loss  can  be  ignored  or  delayed.  And  when  losses  can  be  ignored,  greater  risks  are  taken.  I 
cannot  take  the  time  here  to  describe  the  latest  FASB  proposed  draft  on  derivative  accounting  - 
-  they  are  a  beginning,  but  they  are  deficient  --  because  they  will  not,  yet,  put  you  under  the 
pressure  involuntarily  of  admitting  to  failure,  risk  and  error. 

Accounting  conventions  are,  to  a  great  extent,  grounded  in  tax  implications  and,  to  a  lesser 
extent,  disclosure.  But  disclosure  does  not  yet  require  adverse  scenario  simulations  — 
particularly  of  illiquid  products,  which  are  off  balance  sheet  and  whose  status  may  be  embodied 
in  a  piece  of  paper  which  reads  as  follows:  "I  promise  to  pay  you,  five  years  from  today, 
quarterly  for  a  period  of  five  years  thereafter,  50%  of  the  interest  rate  differential  over  7%  in 
the  London  Inter  Bank  market. "  No  model  can  tell  you  what  is  your  risk  on  that  transaction. 
No  accounting  convention  requires  disclosure,  nor  is  any  proposed  ~  particularly  if  it  is 
embedded  in  a  piece  of  structured  finance  where,  in  return  for  making  that  promise,  you  paid 
2%  less  than  current  market  for  your  latest  note  issue. 

That  brings  me  to  my  fourth  point:  the  work  environment.  Many  of  you  are  subject  to  a  rather 
difficult  environment  --  one  which  tests  your  managerial  and  survival  skills  considerably. 

The  code  words  are  financial  engineering  and  innovation.  But  the  human  psyche,  and  certainly 
the  bureaucratic  setting  in  which  we  carry  out  our  transactions,  have  not  changed.  There 
remains  how  we  cope  and  how  we  make  decisions  in  a  competitive  world: 


317 


1.  We  respond  to  peer  pressure.  Develop  and  then  sell  that  magic  zero  coupon  bond  with 
a  perpetual  maturity  so  a  borrower  needs  pay  neither  interest  nor  princi,qal. 

2.  We  want  to  capture  rewards  quickly  and  visibly  so  we  can  look  good  if  we  can't  be 
good. 

3.  We  deny  blame  or  responsibility.  We  seek  not  to  be  identified  as  the  provider  of 
unwisdom. 

4.  We  do  not  measure  opportunities  lost. 

5.  We  rely  on  sympathetic  accounting  conventions.  We  need  not  show  losses  until  we  sell. 

6.  We  design  performance  measures  to  cover-up  error.    They  are  called  benchmarks. 

7.  Senior  management  is  rarely  as  informed  as  operational  managers. 

8.  We  make  decisions  based  on:  Will  we  be  found  out?  Discovered?  Identified  as  the 
wrongdoer?  The  recom  mender  of  unwisdom?  Will  we  be  hassled?  By  peers,  superiors, 
the  bureaucracy.  Do  we  really  want  to  have  to  explain  this  stuff  to  someone  who  spent 
his  life  in  sales  or  marketing? 

9.  We  are  subject  to  the  herd  instinct.  If  we  get  really  good  at  it,  maybe  we  can  become 
investment  bankers. 

10.  Leverage  is  fun. 

11.  Present  pleasure  -  future  pain:    someone  else  will  pick  up  the  pieces. 

Whatever  else  one  can  say  about  these  pressures,  it  inhibits  rational  thought  about  interest  rates. 
It  is  an  environment  which  makes  it  all  the  more  difficult  to  articulate  the  objectives  that  I  have 
talked  about  earlier.  The  difficulties  also  are  compounded  by  the  fact  that  senior  corporate 
management  is  usually  quite  unaware  of  the  technical  operations  in  financial  engineering.  They 
rarely  have  had  experience  or  training  in  the  world  of  finance.  Worse,  they  are  often  afraid  to 
ask,  out  of  concern  of  admitting  to  their  lack  of  mastery  over  the  subject  matters,  and,  of 
course,  they  are  also  preoccupied  by  accounting  conventions. 

I  think  we  also  must  admit  to  the  fact  that  there  is  a  good  deal  of  underlying  hostility  to  financial 
engineers.  We  believe  they  are  too  young;  too  overpaid;  they  have  too  much  control;  they  are 
too  smart;  and  they  know  what  to  hide  and,  too  often,  how  to  hide  what  they  are  doing  and  why 
they  are  doing  it.  This  attitude  is  endemic  not  just  in  the  financial  services  industry,  but  is 
probably  even  worse  in  the  corporate/industrial/agricultural  sector  where  middle  management 
is  not  trained  in  the  intricacies  of  convexity  or  volatility,  or  the  abstractions  of  financial 
engineering.   As  a  result,  reports  are  inadequate,  supervision  thin.   Risk  management  leaves  a 
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lot  to  be  desired.  Most  of  us  have  great  difficulty  in  admitting  to  those  who  report  to  us  that 
we  do  not  know  nearly  as  much  as  they.   That,  too,  is  a  recipe  for  potential  disaster. 

In  some  companies,  certainly  not  here,  financial  management  finds  itself,  if  the  truth  be  known, 
somewhat  tittilated  by  the  fun  or  the  competitive  pressure  to  execute  the  latest  exotic  instrument 
simply  because  it  is  market  clearing  at  a  cost  which  appears  low  compared  to  some  benchmark. 
Sometimes,  too,  there  are  pressures  for  the  financial  operations  to  make  up  for,  as  a  profit 
center,  the  shortfalls  in  the  main  line  business.  That  responsibility  is  sometimes  initiated 
voluntarily  in  an  effort  to  show  that  the  corporate  treasurer/CFO  does  not  merely  publish 
accounting  statements  and  issue  commercial  paper,  but  is  intimately  involved  in  determining 
whether  or  not  the  company  makes  a  profit  and  a  yet  higher  return  on  its  equity.  For 
multinational  corporations,  the  correct  timing  of  a  move  in  the  foreign  exchange  markets  can  do 
wonders  to  offset  a  fall-off  on  sales.  I  mention  these  points  simply  because  directors  and 
shareholders  are  increasingly  becoming  aware  of  the  risks  of  such  activity. 

This  brings  me  to  my  next  point:  What  are  the  pitfalls,  or  risks  in  the  derivative  markets? 
Time  does  not  permit  a  detailed  description  of  what  can  go  wrong.  I  can  here  only  list  the  main 
ones: 

1.  Liquidity  Risk.  You  think  you  are  precisely  hedged,  but  the  product  is  so  esoteric  and 
idiosyncratic  that  you  cannot  sell  it  because  there  is  simply  no  market  for  the  product. 
This,  typically,  will  happen  on  the  asset  side,  where  you  may  want  to  either  capture  a 
profit  or  minimize  a  loss  or  sell  collateral,  and  you  can  find  no  buyers.  This  is  typical 
in  the  OTC  derivative  market  or  parts  of  the  mortgage-backed  securities  market. 

2.  Credit  Risk.  Your  counterparty  has  lost  money  and  fails.  You  were  on  the  right  side 
of  the  market,  unfortunately,  your  counterparty  was  on  the  wrong  side.  Or,  your 
counterparty  would  ordinarily  be  just  fine,  but  its  counterparties,  strangers  to  you, 
default. 

3.  Legal  Risk.  The  laws  in  Asia  and  Western  Europe  are  not  nearly  as  clear  as  those  in 
the  United  States  (and  even  these  are  not  without  doubt).  You  believe  that  you  are 
totally  netted  with  a  particular  counterparty;  that  you  had  a  net  zero  position  and.  in  the 
event  of  default  and  bankcruptcy,  you  would  be  protected.  It  turns  out  that  the  netting 
rules  outside  the  United  States  are  ambiguous,  and  you  may  have  to  get  in  line  with  other 
creditors  or  depositors. 

4.  Event  Risk.  A  war  takes  place;  an  earthquake  occurs;  a  flood  of  a  magnitude  not  seen 
in  a  hundred  years  washes  over  the  land;  a  cartel  falls  apart;  oil  prices  quadruple;  tax 
laws  change,  and  the  market  in  which  you  were  speculating,  or  even  hedged,  moves  in 
a  magnitude  not  only  unforeseen,  but  totally  outside  past  models.  They  always  do.  You 
are  in  trouble. 

5.  Basis  Risk.    You  thought  you  were  hedged.    You  believed  that  investment  A  hedged 
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instrument  B.  You  were  long  in  one,  short  in  the  other.  They,  in  fact,  moved  in  the 
same  direction.  The  three-year  Treasury  note  in  which  you  were  long  deteriorated  in 
price,  but  unhappily,  the  five-year  note,  in  which  you  had  a  short  position,  increased  in 
price.    You  lost  both  ways.   Again,  the  only  perfect  hedge  is  in  a  Japanese  garden. 

6.  Leverage  Risk.  You  are  so  leveraged  that  even  a  small  market  movement  will  prompt 
a  margin  call  or  liquidation.  The  security  which  is  out  of  line  will  move  back  to  its 
normal  position  on  the  yield  curve,  but  someone  out  there,  for  one  reason  or  another,  has 
chosen  to  put  pressure  on  a  particular  coupon,  a  particular  security,  at  a  particular  point 
on  the  yield  curve,  and  while  over  the  next  week  or  two  it  will  surely  come  back  into 
line,  in  the  meantime,  you  must  liquidate.   Then  your  loss  becomes  visible. 

7.  Operational  Risk.  Back-office  systems,  yours  or  someone  else's,  fall  apart;  credit 
monitoring  systems  break  down;  documentation  is  flawed;  transcription  and  recording 
mistakes  are  made;  settlements  are  delayed;  systems  do  not  capture  fully  the  nature  of 
the  transaction  -  the  computer  program  doesn't  yet  cover  that  kind  of  transaction  (they 
are  working  on  it).  And,  it  is  all  quite  expensive  to  put  in  place  and  keep  it  up  to  date. 
And,  most  important,  there  is  no  natural  constituency  to  support  the  financial  and 
resource  expenditures  that  are  needed,  particularly  if  you  are  not  supposed  to  be  a  profit 
center  and  are  trying  to  keep  quiet  the  risks  you  are  taking. 

Let  me  conclude  with  a  summary  of  what  one  might  do.  It  is  based  only  upon  my  own 
experience  and  observation  of  others.  It  is  not  complicated,  as  a  matter  of  basic  principles,  but 
not  so  easy  to  put  into  practice.  (I  have  written  in  detail  elsewhere  about  the  technical  aspects 
of  a  risk  monitoring  system.)  But,  perhaps,  these  basic  principles  may  provide  some  guidelines 
or  foundations  for  risk  management.   I  will  just  list  them  here: 

Know  what  the  risks  are. 

Know  the  costs,  the  premium,  the  present  value  outlay  for  protection. 

Admit  what  you  don't  know. 

Ask  "what  if."   Quantify  "what  if." 

Clarify  precisely  what  you  are  trying  to  do. 

Ignore  accounting  conventions.  They  are  not  useful  risk  management  tools;  they  are 
designed  to  make  your  life  easier  and  comfortable. 

Always  measure  opportunities  lost. 

Never  penalize  those  who  work  for  you  for  mistakes  or  reward  them  for  being  right 
about  markets.    It  will  go  to  their  heads  or  be  counterproductive,  and  in  any  event, 
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material  compensation  will  not  correlate  with  their  ability  to  predict  the  future  next  time. 

•  Ask  for  alternative  approaches  and  costs  to  meet  your  objectives. 

•  Spend  resources  on  systems  and  people  smarter  than  you  are. 

•  Talk  to  them. 

•  Do  not  hire  or  maintain  staff  whose  ethics  are  such  that  you  would  not  want  them  to 
marry  your  son  or  daughter. 

•  Try  and  figure  out  why  the  transaction  makes  sense  to  your  counterparty  end  user. 
Understand  both  sides  of  the  transaction. 

•  Fully  understand  the  role,  risk,  and  profit  of  your  financial  adviser/banker. 

•  Be  modest,  admit  to  vulnerability,  unsuredness  and  uncertainty. 
Thank  you. 


10 
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STATEMENT  OF  DENNIS  R,  BERESFORD,  CHAIRMAN 

FINANCIAL  ACCOUNTING  STANDARDS  BOARD 

TO  THE 

HOUSE  COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

JUNE  23,  1994 


Mr  Chainman,  Members  of  the  Committee,  my  name  is  Denny  Beresford  I  am  the  Chairman 
of  the  Financial  Accounting  Standards  Board.  With  me  today  is  Halsey  Bullen,  who  is  a 
project  manager  on  our  technical  staff.  Mr.  Bullen  has  been  involved  with  our  project  on 
accounting  for  financial  instruments  since  we  began  work  on  it  several  years  ago 

We  have  provided  the  Committee  with  a  detailed  submission  in  response  to  the  questions 
raised  in  your  June  8  letter.  Our  detailed  submission  also  summarizes  the  accounting  and 
disclosure  problems  posed  by  derivative  financial  instruments  and  the  history  of  our  broad 
project  on  financial  instruments.  In  these  remarks,  I  would  like  to  touch  on  some  key  points 
from  the  detailed  submission 

The  FASB  has  been  working  on  accounting  for  financial  instruments  as  a  formal  project  since 
1986  We  studied  the  problem  for  some  time  before  that.  Our  Emerging  Issues  Task  Force, 
formed  in  1984  largely  to  respond  quickly  to  narrow  issues  in  areas  in  which  the  Board  has 
not  yet  issued  broad  standards,  has  addressed  well  over  100  issues  involving  accounting  for 
financial  instruments  and  financial  institutions.  Much  of  the  information  about  derivative 
financial  instruments  now  in  the  hands  of  financial  statement  users  is  a  direct  result  of 
accounting  standards  we  issued  in  1990  and  1991. 

Our  Discussion  Memorandums  and  Research  Reports  are  recognized  around  the  world  as  the 
best  and  most  comprehensive  materials  available  on  the  accounting  implications  of  financial 
instruments  We  meet  regularly  with  our  counterparts  in  other  countries  and  with  the 
International  Accounting  Standards  Committee,  who  have  followed  our  lead  and  are  now 
wrestling  with  these  same  issues. 

Much  has  been  said  recently  about  how  accounting  standards  have  failed  to  keep  pace  with 
the  challenges  presented  by  new  and  innovative  financial  instruments.  We  acknowledge  that 
and  we  have  been  striving  to  meet  those  challenges.  But  we  will  always  be  a  bit  behind.  It  is 
the  nature  of  our  role  that  we  learn  about  new  and  innovative  financial  instruments  after  they 
have  been  designed  and  implemented.  It  is  the  nature  of  our  open  due  process  procedures  that 
changes  in  accounting  standards  occur  only  after  thorough  deliberation,  which  sometimes 
takes  longer  than  we  might  like.  On  balance,  however,  our  very  careful  due  process  results  in 
better,  and  better-accepted,  standards  with  fewer  unintended  consequences,  and  I  wouldn't 
change  it. 
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I  also  would  observe  that  there  are  few  unanimous  views  about  the  "right"  response  to  the 
accounting  challenge  of  innovative  financial  instruments  Throughout  the  process  some 
organizations,  like  the  Securities  and  Exchange  Commission  and  the  General  Accounting 
Office,  have  chided  us  to  move  faster  But  almost  every  step  we  have  taken  has  prompted 
vociferous  opposition.  A  small  sample  of  that  opposition  is  included  in  our  written 
submission 

Our  recent  Exposure  Draft  on  disclosure  about  derivative  financial  instruments  grew  out  of  a 
widening  gap  between  businesses'  increasing  use  of  derivatives  on  one  hand  and  financial 
statement  users'  lack  of  understanding  of  those  instruments  on  the  other  Even  sophisticated 
financial  statement  users  have  described  themselves  as  "confounded"  or  "mystified"  No  one 
profits  from  that  situation  Financial  statement  users  who  can't  understand  what  a  company  is 
doing  tend  to  paint  sound  business  practices  and  wild  speculation  with  the  same  brush. 

Our  own  review  revealed  that  disclosures  are  less  informative  than  we  had  hoped.  In 
December  1993,  we  decided  that  fiirther  improvements  were  necessary,  sooner  rather  than 
later.  Our  current  Exposure  Draft  is  an  attempt  to  demystify  the  way  businesses  use  denvative 
financial  instruments  and  to  improve  some  existing  disclosures.  We  believe  that  it  is 
important  to  include  these  disclosures  in  1994  financial  statements,  at  least  for  larger 
institutions.  Meeting  that  goal  constrains  us  from  proposing  requirements  that  would  take  us 
longer  to  develop  and  take  institutions  longer  to  adopt. 

For  derivative  instruments  held  or  issued  for  trading,  our  Exposure  Draft  would  require 
disclosure  of  quantitative  information  about  average,  maximum,  and  minimum  aggregate  fair 
values  and  of  net  trading  gains  and  losses.  For  derivative  instruments  held  or  issued  for  nsk 
management  or  other  purposes,  our  Exposure  Draft  would  extend  and  clarify  the  quantitative 
information  already  disclosed,  require  descriptive  information  about  the  entity's  purposes  for 
using  derivatives,  and  require  information  about  how  the  entity  accounts  for  denvative 
instruments  Our  Exposure  Draft  would  encourage,  but  not  require,  quantitative  information 
about  interest  rate  and  other  market  risks  of  denvative  financial  instruments,  and  other  assets 
and  liabilities,  that  is  consistent  with  the  way  the  entity  manages  or  adjusts  nsks. 

Chairman  Gonzalez's  letter  also  asks  that  we  comment  on  the  merits  of  requiring  fair  value 
reporting  of  denvative  financial  instruments  Financial  reporting  includes  both  recording 
amounts  in  financial  statements  and  disclosing  additional  information  in  footnotes,  and 
accountants  look  at  those  separately.  Financial  statement  footnotes  already  include 
considerable  information  about  the  fair  value  of  those  instruments,  as  required  by  FASB 
Statement  No.  107,  Disclosures  about  Fair  Value  of  Financial  Instruments.  Improving  that 
disclosure  is  one  of  our  objectives  for  the  current  Exposure  Draft. 
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STATEMENT  OF  DENNIS  R-  BERESFORD,  CHAIRMAN 

The  General  Accounting  Office  and  others  have  urged  us  to  consider  a  broader  use  of  fair 
value  to  measure  amounts  recognized  on  the  balance  sheet,  as  opposed  to  only  disclosing  that 
mformation  in  footnotes.  Many  financial  instruments,  including  some  derivative  instruments, 
are  already  accounted  for  at  fair  value.  Our  written  submission  describes  the  conceptual  and 
practical  difficulties,  as  well  as  the  vocal  opposition,  involved  m  a  broader  application  of  fair 
value  on  the  balance  sheet. 

As  a  practical  matter,  the  question  is  not  whether  to  use  fair  value,  but  rather  which  assets  and 
liabilities  should  be  reported  at  fair  vzilue  and  in  which  circumstances.  Financial  statements 
currently  are  based  on  an  approach  in  which  some  assets  are  measured  at  fair  value,  some  at 
historical  cost,  and  some  at  the  lower  of  the  two.  Broader  use  of  fair  value  for  amounts 
recognized  on  the  balance  sheet  will  inevitably  be  a  consideration  in  every  financial 
instrument  issue  we  consider  But  a  comprehensive  system  based  on  fair  value  accounting  is 
not  likely  in  the  near  future. 

The  Board  currently  is  considenng  a  number  of  approaches  that  would  address  both  the 
accounting  for  derivatives  and  hedge  accounting.  All  of  those  approaches  would  require 
reporting  denvative  financial  instruments  at  fair  value.  In  recent  months,  we  have  been 
exploring  a  promising  approach  that  would  begin  by  recognizing  all  derivative  instruments 
and  measuring  them  in  balance  sheets  at  their  fair  values,  as  the  General  Accounting  Office 
recommends  However,  it  would  produce  different  income  statement  effects  than  the  method 
recommended  by  the  GAO  The  Board  is  continuing  to  discuss  the  details  of  this  proposal. 
While  several  knotty  problems  remain  to  be  resolved,  we  currently  hope  to  issue  an  exposure 
draft  by  the  end  of  1994. 

Chairman  Gonzalez's  letter  also  asks  that  we  provide  our  views  on  H.R.  4503.  Our  principal 
responsibility  is  setting  standards  for  accounting  and  reporting  in  general-purpose  external 
financial  reporting  to  investors,  creditors,  and  others.  That  reporting  sometimes  differs  from 
the  reports  that  insured  financial  institutions  are  required  to  file  with  Federal  banking,  credit 
union,  or  other  agencies,  which  are  the  main  subject  of  the  Bill,  although  the  two  reporting 
areas  are  related  and  the  trend  has  been  to  reduce  the  differences.  We  are  hesitant  to  make 
recommendations  about  regulatory  accounting  and  reporting  matters  because  that  is  not  our 
junsdiction  and  it  is  not  an  area  in  which  we  have  special  competence.  But  I  offer  one 
suggestion. 

Many  of  the  specific  disclosures  in  the  Bill  resemble  existing  and  proposed  FASB 
requirements  and  we  have  no  reason  to  question  their  current  relevance.    However,  we  are 
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concerned  that  establishing  such  specific  disclosures  in  a  statute  is  unlikely  to  stand  the  test  of 
time  Our  disclosure  Exposure  Draft  is  in  the  midst  of  a  comment  period.  It  is  virtually 
certain,  based  on  our  experience,  that  we  will  make  at  least  some  changes  before  a  final 
Statement  is  issued.  Furthermore,  the  derivatives  market  continues  to  evolve  at  a  rapid  pace, 
with  new  instruments  and  new  twists  on  old  instruments  appearing  constantly  What  was 
once  important  information  is  no  longer  important,  and  vice  versa. 

One  recent  problem  illustrates  our  point.  The  Bill  would  require  disclosure  of  gross  notional 
values  of  each  class  of  denvative  That  provides  some  information  about  the  extent  of  pnce 
risk  an  entity  faces  from  its  denvatives,  and  it  mirrors  an  existing  FASB  requirement  that  our 
Exposure  Draft  would  extend  to  all  derivatives.  But  the  price  risks  of  a  new  type  of 
instrument  that  has  emerged  in  recent  weeks  would  not  be  fully  revealed  by  such 
requirements.  That  instrument  is  a  "leveraged  swap"  or  "structured  note"  of  modest  notional 
principal  but  with  multipliers  that  give  it  the  price  risk  of  an  instrument  with  10  or  even  100 
times  the  notional  pnncipal  amount. 

With  that  kind  of  problem  in  mind,  we  suggest  that  you  consider  m  your  Bill  a  more  general 
set  of  requirements  that  convey  your  concerns  but  leave  room  for  regulators  to  adapt  to 
changing  conditions. 

As  a  final  point,  I  have  not  commented  on  several  other  matters  that  may  concern  members  of 
the  Committee,  for  example,  the  appropriate  role  of  derivatives  in  corporate  nsk  management, 
internal  controls  over  derivatives  activities  and  audits  of  those  controls,  and  the  effects  of 
derivatives  on  the  banking  system  or  the  overall  economy.  Those  matters  lie  outside  our  area 
of  expertise. 

In  conclusion,  let  me  outline  some  important  steps  that  we  expect  to  take  in  the  coming 
months; 

•  We  plan  to  issue  an  accounting  standard  on  disclosures  about  derivatives  in  the  fall,  after 
we  have  received  and  evaluated  comment  letters  on  our  current  Exposure  Draft. 

•  We  are  hopefiil  that  we  will  issue  a  separate  Exposure  Draft  on  hedge  accounting  and  the 
accounting  for  derivative  financial  instruments  by  the  end  of  this  year. 

•  And  we  continue  to  work  with  our  counterparts  in  other  countries  as  they  too  struggle  with 
the  accounting  challenges  of  innovative  financial  instruments. 

Mr.  Chairman,  that  completes  my  prepared  remarks.  I  would  be  pleased  to  answer  any 
questions  that  you  and  your  colleagues  might  have. 
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DISCLOSURE  ABOUT  DERIVATIVE  FINANCIAL  INSTRUMENTS 

Testimony  before  the 

Committee  on  Banking,  Finance  and  Urban  Affairs 

of  the  U.S.  House  of  Representatives 

by  Dennis  R.  Beresford 

Chairman,  Financial  Accounting  Standards  Board 

June  23, 1994 


The  Financial  Accounting  Standards  Board  welcomes  the  opportunity  to  appear  today  to 
testify  about  H.R.  4503,  the  "Derivatives  Safety  and  Soundness  Supervision  Act  of  1994" 
(the  "BUI"),  our  recent  Exposure  Draft,  Disclosure  about  Derivative  Financial 
Instruments  and  Fair  Value  of  Financial  Instruments  (the  "Exposure  Draft"),  and  other 
matters  the  Committee  may  wish  to  discuss. 

Our  prepared  submission  is  in  three  sections.  Section  one  responds  to  specific  inquiries 
by  Chairman  Gonzalez  in  his  June  8  letter.  Section  two  discusses  the  accoimting  and 
disclosure  problems  posed  by  derivative  financial  instruments.  Section  three  summarizes 
the  Board's  work  on  financial  instruments  issues. 
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SECTION  ONE  RESPONSE  TO  SPECIFIC  INQUIRIES 

In  his  letter  inviting  us  to  testify.  Chairman  Gonzalez  requested  that  we  summarize  our 
disclosure  proposals,  discuss  the  merits  of  requiring  fair  value  reporting  of  derivative 
financial  instruments,  and  provide  our  views  on  H.R.  4503.  Because  we  expect  that  the 
Committee  is  also  interested  in  our  response  to  the  recommendations  in  the  recent 
General  Accoimting  Office  (GAO)  report  on  derivatives,  including  market  value 
accoimting,  we  have  incorporated  that  response  as  well. 

The  Chairman's  letter  refers  to  "your  disclosure  proposals,  with  particular  attention  to  the 
merits  of  requiring  fair  value  reporting  of  derivative  financial  instruments."  It  is  our 
experience  that  people  attach  a  variety  of  meanings  to  the  terms  reporting,  disclosure, 
and  fair  value.  We  use  financial  reporting  to  refer  broadly  to  anything  contained  in 
financial  statements  and  their  accompanying  footnotes.  Financial  reporting  can  provide 
information  about  an  item  by  recognizing  it  in  the  balance  sheet  or  income  statement', 
measuring  the  item  in  a  particular  way,  providing  information  about  the  item  in  footnotes, 
or  some  combination  of  recognition,  measurement,  and  footnote  information. 

We  use  disclosure  to  refer  to  descriptive  information  that  is  provided  in  footnotes.  The 
objective  of  footnote  disclosure  is  to  provide  the  reader  with  information  necessary  to 
understand  and  evaluate  the  financial  statements.  Footnote  disclosure  explains  the 
financial  statements,  describes  items  not  included  in  the  statements,  and  provides  fiirther 
information,  sometimes  including  other  measurements,  about  items  recognized  in  the 
statements.  For  example,  most  of  a  bank's  loans  are  recognized  in  the  financial 
statements  and  measured  based  on  historical  transactions.  The  bank's  financial  statement 
footnotes  disclose  additional  information  about  the  loans,  including  any  concentrations  of 
credit  risk  and  their  fair  value. 

The  Board  has  defined  fair  value  as  "the  amount  at  which  the  instrument  could  be 
exchanged  in  a  current  transaction  between  willing  parties,  other  than  in  a  forced  or 
liquidation  sale."  Fair  value  and  market  value  describe  the  same  notion,  but  market  value 
usually  refers  to  items  that  trade  in  well-established  markets. 


'A  balance  sheet  and  income  statement  together  with  statements  of  cash  flows  and  stockholders'  equity  and 
footnotes  comprise  a  full  set  of  financial  statements. 
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SECTION  ONE  RESPONSE  TO  SPECIFIC  INQUIRIES 

FASB'S  EXPOSURE  DRAFT  ON  DISCLOSURE  ABOUT  DERIVATIVE 
FINANCIAL  INSTRUMENTS 

A  derivative  generally  is  an  instrument  whose  value  is  derived  from  the  price  of  some 
asset  or  index.  The  Board's  Exposure  Draft,  Disclosure  about  Derivative  Financial 
Instruments  and  Fair  Value  of  Financial  Instruments,  (the  1994  Exposure  Draft)  uses  the 
term  derivative  narrowly  to  lefer  to  fixtures,  ft)rwards,  swaps,  and  options  and  other 
instruments  with  similar  characteristics.  Accounting  for  derivatives  is  difficult,  because 
of  the  problems  with  invisibility,  volatility,  and  measurability,  but  particularly  because  of 
accounting  anomalies  that  are  explained  in  section  two.  We  are  working  hard  to  resolve 
these  problems,  and  have  been  working  on  these  problems  for  some  time,  as  detailed  in 
section  three.  It  is  hard  to  predict  how  these  problems  will  be  resolved  or  how  long  the 
effort  will  take;  the  complexity  of  this  issue  warrants  thorough  deliberation.  We  are 
hopeful  that  we  will  issue  an  Exposure  Draft  on  accounting  for  all  derivatives  and  hedge 
accounting  by  the  end  of  this  year.  In  the  interim,  we  have  required  certain  disclosures 
and  have  proposed  in  the  1994  Exposure  Draft  to  require  more  disclosures. 

Two  FASB  Statements^  currentiy  require  some  disclosures  in  notes  to  financial 
statements  about  derivatives  by  dealers  and  end-users.  An  FASB  Interpretation^  has 
resulted  in  more  informative  presentation  in  balance  sheets  of  dealers.  Also,  a  mmiber  of 
larger  fmancial  institutions  have  voluntarily  included  more  extensive  and  informative 
disclosures  about  derivatives  in  their  latest  financial  statements.  However,  the  resulting 
disclosures  generally  are  less  informative  than  the  Board  had  hoped.  Financial  markets 
are  evolving  rapidly,  becoming  more  efficient  but  also  more  complicated.  After  weighing 
those  developments  the  Board  decided  that  fiirther  improvements  in  disclosure  about 
derivative  financial  instnmients  are  needed,  sooner  rather  than  later. 


^FASB  Statement  No.  105,  Disclosure  of  Informalicn  about  Financial  Instruments  with  Off-Balance-Sheet  Risk 
and  Financial  Instruments  with  Concentrations  of  Credit  Risk  (March  1990),  and  FASB  Statement  No.  107, 
Disclosures  about  Fair  Value  of  Financial  Instruments  (December  1991). 

'FASB  Interpretation  No.  39,  Offsetting  of  Amounts  Related  to  Certain  Contracts  (March  1992). 
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Therefore,  in  December  1993  the  Board  redirected  some  of  its  efforts  on  financial 
instruments  to  making  improvements  in  disclosure  about  derivative  financial  instruments 
and  making  them  in  time  to  affect  1994  fmancial  reporting.  After  an  open  meeting  with 
interested  constituents  and  a  series  of  open  Board  meetings,  the  Board  issued  on  April  14, 
1994  an  Exposure  Draft  of  a  proposed  Statement,  Disclosure  about  Derivative  Financial 
Instruments  and  Fair  Value  of  Financial  Instruments . 

The  1994  Exposure  Draft  would: 

•  Extend  the  requirements  of  our  existing  Statement  105  to  require  disclosures  about 
amoimts,  nature,  and  terms  of  all  derivative  financial  instruments—forward,  fiitures, 
swap,  and  option  contracts  and  other  fmancial  instruments  with  similar 
characteristics.  Statement  105  currently  covers  only  instruments  with  off-balance- 
sheet  risk  of  accounting  loss.  The  scope  of  the  revised  Statement  will  still  exclude 
commodity  contracts  and  derivatives  embedded  in  other  instruments. 

•  Clarify  the  disclosures  now  required  by  our  Statement  107  by  requiring  reporting 
entities  to  (1)  separate  the  fair  values  of  distinct  fmancial  instruments  of  different 
classes,  even  instruments  that  may  be  considered  to  be  related,  for  example,  by  a 
risk  management  strategy,  (2)  report  fair  values  together  with  the  related  carrying 
amounts  in  a  form  that  makes  it  clear  whether  fair  values  of  financial  instruments 
are  favorable  (assets)  or  unfavorable  (liabiUties),  and  (3)  report  all  fair  value 
information  in  one  location  rather  than  in  several  pieces  spread  through  the  financial 
statements. 

•  Require  dis.closure  of  the  purposes  for  which  derivatives  are  held  or  issued  by 
requiring  that,  in  disclosures  under  Statements  105  and  107  and  under  this  proposed 
Statement,  derivatives  be  categorized  as  either  held  for  trading  piuposes  (i.e., 
dealing  or  other  activity  reported  in  a  trading  accoxmt  and  measured  at  fair  value)  or 
held  for  purposes  other  than  trading,  such  as  risk  management. 

•  Require  disclosure,  for  derivatives  held  for  trading  purposes,  of  (1)  average, 
maximum,  and  minimum  fair  value  balances  of  derivative  positions  during  the 
reporting  period  and  (2)  net  trading  gain  or  loss  from  derivative  trading  activities  for 
the  period,  indicating  how  they  are  reported  in  the  income  statement. 
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•  Require  disclosure,  for  derivatives  held  for  purposes  other  than  trading,  of:  (1)  the 
entity's  objectives  for  holding  or  issuing  the  derivatives,  the  context  needed  to 
understand  those  objectives,  and  the  strategies  employed  to  achieve  those  objectives 
(for  example,  if  an  objective  for  a  derivative  position  is  keeping  a  risk  arising  from 
the  entity's  nonderivative  assets  below  a  certain  level,  the  context  would  be  a 
description  of  those  assets  and  risks,  and  a  strategy  might  be  purchasing  put  options 
in  a  specified  proportion  to  the  assets  at  risk)  and  (2)  how  derivatives  are  reported  in 
the  financial  statements  including  accounting  policies  and  where  those  instruments 
are  reported  in  statements  of  financial  position  and  income. 

•  Require  disclosure,  for  derivatives  held  for  the  purposes  of  hedging  anticipated 
transactions  (both  firm  commitments  and  forecasted  transactions  for  which  there  is 
no  firm  commitment),  of  (1)  a  description  of  the  anticipated  transactions,  (2)  the 
amounts  of  explicitly  deferred  gains  and  losses,  and  (3)  the  events  that  result  in 
recognition  in  earnings  of  deferred  gains  and  losses  and  the  estimated  timing  of 
those  events. 

•  Encourage,  but  not  require,  disclosure  of  quantitative  information  consistent  with 
the  way  management  measures  risk  and  assesses  the  extent  to  which  the  objectives 
for  holding  the  derivatives  are  achieved.  That  might  be  (1)  more  details  about 
current  positions  and  perhaps  activity,  (2)  hypothetical  effects  on  equity  or  income 
of  changes  in  market  prices,  (3)  gap  analysis,  (4)  duration,  or  (5)  value  at  risk, 
depending  on  which  tools  management  uses.  Those  approaches  are  illustrated  in 
Appendix  A  of  the  1994  Exposure  Draft. 

Those  required  disclosures  would: 

•  Apply  to  all  business  enterprises  and  not-for-profit  organizations,  including  small, 
nonpublic,  or  nonfinancial  institutions. 

•  Appear  in  the  notes  to  the  financial  statements,  rather  than  in  supplementary 
information  such  as  management's  discussion  and  analysis. 

•  Be  effective  for  financial  reports  of  larger  entities  for  fiscal  years  ending  after 
December  15,  1994,  with  a  one-year  delay  for  entities  with  less  than  $150  million  in 
total  assets. 

Comments  on  the  1994  Exposure  Draft  are  due  by  July  1,  1994. 
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Securities  and  Exchange  Commission  (SEC)  Chairman  Arthur  Levitt,  said  in  recent 
testimony  before  another  committee  of  the  House  of  Representatives,  that  the  1994 
Exposure  Draft  "is  a  good  first  step,"  but  observed  that  "in  the  event  the  fmal  FASB 
standard  on  derivatives  disclosure  does  not  require  end-users  to  disclose 
quantitative/numerical  information  about  their  derivative  contracts  or  positions,  as  I  hope 
it  will,  the  Commission  will  develop  its  own  guidance  on  the  type  of  quantitative 
information  needed  to  inform  investors  adequately." 

The  Board  raised  the  possibility  of  requiring  those  disclosures  as  an  issue  for  comment 
but  proposed  only  to  encourage,  rather  than  require,  those  disclosures.  We  remain 
concerned  that  the  possible  approaches  to  disclosing  quantitative  information  are  not  well 
defined,  well  understood,  or  easily  explained  or  calculated,  and  that  each  appears  to  have 
some  shortcomings.  Risk  management  is  a  rapidly  evolving  area—the  tools  generally  used 
a  few  years  ago  now  seem  dangerously  antique  to  the  most  advanced  practitioners  and  the 
Board  is  reluctant  to  require  reporting  of  data  that  may  soon  be  criticized  as  passe  or  even 
misleading.  The  Board  can  undoubtedly  develop  appropriate  quantitative  disclosures 
about  the  risks  of  derivatives  given  appropriate  research  and  outside  assistance,  and  it 
could  do  so  in  resolving  the  accounting  issues.  But  it  cannot  achieve  that  in  time  to  meet 
its  objective  of  improving  disclosure  about  derivatives  in  1994. 

We  also  are  concerned  about  the  costs  imposed  by  our  pronouncements  and  about 
corporations'  ability  to  implement  them.  One  of  the  overriding  objectives  in  this  project 
was  to  improve  disclosure  in  1994  financial  statements.  That  constrains  us  fi-om 
requiring  disclosures  that  might  oblige  companies  to  incur  major  costs  in  a  rush  to  comply 
with  a  document  that  we  do  not  expect  to  issue  until  the  fall  of  1994. 
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IS  FAIR  VALUE  ACCOUNTING  THE  ANSWER  FOR  DERIVATIVES? 

Faced  with  the  complexity  of  modem  derivative  financial  instruments,  some 
commentators  have  concluded  that  footnote  disclosure  of  fair  values  is  not  sufficient  and 
that  accoimting  recognition  and  measurement  should  shift  to  reporting  all  financial  assets 
and  liabilities  in  the  balance  sheet  at  their  current  fair  values,  with  resulting  gains  or 
losses  being  reported  in  income.  Their  suggestions  meet  with  strong  resistance  fi-om 
many  financial  statement  preparers  and  others  who  decry  any  move  that  they  see  as 
abandoning  tried  and  true  principles  of  historical  cost  accounting.^ 

While  the  current  accoimting  system  is  often  described  as  a  "historical  cost"  model, 
financial  statements  use  a  variety  of  measurement  attributes  for  different  assets  and 
liabilities.  Some  items,  like  securities  held  for  trading  purposes,  are  always  reported  at 
fair  value.  Others,  Uke  plant  and  equipment,  are  reported  based  on  historical  transaction 
prices,  adjusted  for  depreciation.  Still  others,  like  inventories,  are  reported  at  the  lower  of 
historical  cost  or  current  market  value.  The  most  ardent  supporters  of  historical  cost 
accoimting  usually  agree  that  a  completely  "historical"  financial  statement  would  have 
little  utility.  The  strongest  advocates  of  fair  value  usually  agree  that  a  system  requiring 
fair  values  of  all  items  in  financial  statements  is  impractical. 

The  Board  expects  that  the  present,  multi-attribute  system  of  accounting  wiU  continue  for 
the  foreseeable  future.  The  question  is  not  whether  to  use  fair  value,  but  which  assets  and 
liabilities  should  be  reported  at  fair  value  and  in  which  circumstances.  The 
accompanying  history  of  the  Board's  financial  instruments  project  (section  three) 
describes  two  of  the  Board's  efforts  in  this  area—FASB  Statement  No.  107,  Disclosures 
about  Fair  Value  of  Financial  Instruments,  and  FASB  Statement  No.  1 15,  Accounting  for 
Certain  Investments  in  Debt  and  Equity  Securities. 


^We  have  included  examples  of  some  comments  received  on  fair  value  in  the  accompanying  history  of  the  Board's 
financial  instruments  project.  Opponents  of  fair  value  accounting  include  many  bankers,  CPA  firms,  and  some 
federal  regulators. 
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Proponents  of  increased  use  of  fair  value  for  derivative  financial  instruments  maintain 
that  the  value  of  those  instruments  is  more  relevant  than  their  historical  cost.  (For  many 
derivative  financial  instruments,  historical  cost  is  $0.)  They  observe  that  fair  value 
information  is  generally  agreed  to  be  essential  for  managing  and  controlling  derivatives 
activities  by  dealers  and  by  end-users.  Fair  value  proponents  acknowledge  that  their 
approach  is  not  a  cure-all.  In  particular,  they  usually  agree  that  fair  value  alone  cannot 
inform  the  financial  statement  reader  about  the  risks  involved  with  derivative  instruments. 

Opponents  of  increased  use  of  fair  value  for  derivative  financial  instruments  contend  that 
the  period-to-period  changes  in  the  value  of  derivatives  are  less  relevant  than  the 
company's  overall  strategy  for  using  derivatives.  In  particular,  they  argue  that  any  move 
to  recognize  the  fair  value  of  financial  derivatives  must  be  part  of  a  broader  effort  that 
addresses  the  problems  of  hedge  accounting  described  in  section  two. 

The  Board  is  currently  considering  a  number  of  approaches  that  would  address  both  the 
accounting  for  derivatives  and  hedge  accounting.  All  of  those  approaches  would  require 
reporting  derivative  financial  instruments  at  fair  value,  but  fair  value  measurement  alone 
would  not  solve  many  problems  in  hedge  accounting.  In  recent  months,  the  Board  has 
been  exploring  a  promising  approach  suggested  by  a  constituent  in  a  comment  letter  to  a 
1993  Report  on  Deliberations  on  hedge  accounting.  That  approach  would  begin  by 
recognizing  all  derivative  instruments  and  measuring  them  in  statements  of  financial 
position  at  their  fair  values,  as  the  GAO  reconunends  (see  page  10).  However,  it  would 
produce  different  income  statement  effects  than  the  method  recommended  by  the  GAO. 
The  Board  is  continuing  to  discuss  the  details  of  this  proposal.  While  a  number  of  knotty 
problems  remain  to  be  resolved,  the  Board  is  hopeful  that  it  will  issue  an  Exposure  Draft 
by  the  end  of  1994. 

VIEWS  ON  H.R.  4503 

The  Board  does  not  take  positions  on  proposed  legislation  unless  the  legislation  directly 
affects  generally  accepted  accounting  principles  (GAAP).  However,  the  Board  and  staff 
frequently  offer  comments  and  suggestions  on  accoimting  issues. 


06/21/94  08:18  AM 
TSTIM0NY.DOC 


334 


SECTION  ONE  RESPONSE  TO  SPECIFIC  INQUIRIES 

Our  principal  responsibility  is  setting  standards  for  accounting  and  reporting  in  general- 
purpose  external  financial  reporting  to  investors,  creditors,  and  others— the  application  of 
GAAP.  That  reporting  may  sometimes  differ  from  the  reports  that  insured  financial 
institutions  are  required  to  file  with  federal  banking,  credit  imion,  or  other  agencies, 
which  are  the  main  subject  of  the  Bill.  But  there  is  a  connection.  The  securities  acts 
require  that  financial  statements  filed  with  securities  offerings  and  periodically  thereafter 
be  prepared  in  accordance  with  generally  accepted  accounting  principles  and  authorize 
the  SEC  to  establish  those  principles.  The  SEC  has  traditionally  looked  to  private-sector 
organizations  to  carry  out  that  function.  The  FASB,  over  which  the  SEC  exercises  active 
oversight,  is  the  organization  currently  recognized  to  do  that.  The  resulting  standards, 
together  with  other  authoritative  pronouncements  and  principles  that  have  developed  in 
practice,  constitute  generally  accepted  accounting  principles. 

The  Federal  Deposit  Insurance  Act,  in  sections  36  and  37,  takes  advantage  of  that  private- 
sector  process  by  requiring  that  reports  or  statements  filed  with  federal  banking  agencies 
by  insured  depository  institutions  be  uniform  and  consistent  with  generally  accepted 
accounting  principles.  However  that  Act  also  allows  the  agencies  to  prescribe  a  different 
accounting  principle  "which  is  no  less  stringent  than  generally  accepted  accoimting 
principles."  As  a  result,  we  have  an  interest  in  any  legislation  that  affects  reporting  to 
banking  agencies. 

Section  102  of  the  Bill  would  amend  the  Federal  Deposit  Insurance  Act  by  adding  a  new 
section  44,  Disclosure  Requirements  for  Derivative  Financial  Instruments.  That  new 
section  would  say  that  federal  banking  agencies  "shall  consider,  and  may  require,"  a 
series  of  specific  disclosures  about  derivatives  in  regulatory  reports.  It  also  would  extend 
the  requirements  of  section  44  to  insured  credit  unions  and  to  other  financial  institutions 
that  are  not  insured  depository  institutions  or  credit  unions. 

Many  of  the  specific  disclosures  in  the  Bill  resemble  existing  and  proposed  FASB 
requirements  and  we  have  no  reason  to  question  their  current  relevance.  However,  we 
are  concerned  that  establishing  such  specific  disclosures  in  a  statute  is  unlikely  to  stand 
the  test  of  time.  Oiu"  1994  Exposure  Draft  is  in  the  midst  of  a  comment  period.  It  is 
virtually  certain,  based  on  our  experience,  that  we  will  make  at  least  some  changes  before 
a  final  Statement  is  issued.  Furthermore,  the  derivatives  market  continues  to  evolve  at  a 
rapid  pace,  with  new  instruments  and  new  twists  on  old  instruments  appearing  constantly. 
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The  Board's  own  experience  in  setting  disclosure  standards  may  be  instructive.  We 
proposed  standards  in  1987,  but  needed  to  revise  them  extensively  before  issuing 
Statement  105  in  1990,  in  part  because  of  developments  in  the  market.  We  extended 
them  in  1992,  and  are  now  revising  them  again  in  1994.  We  expect  to  have  to  revise 
them  again,  to  deal  with  issues  we  akeady  know  about  but  cannot  resolve  during  1994 
and  other  matters  that  have  not  yet  arisen  but  inevitably  will. 

One  recent  development  illustrates  this  point.  The  Bill  would  require  disclosure  of  gross 
notional  values  of  each  class  of  derivative.  That  provides  some  information  about  the 
extent  of  price  risk  an  entity  faces  from  its  derivatives,  and  it  mirrors  an  existing  FASB 
requirement  that  our  1994  Exposure  Draft  would  extend  to  all  derivatives.  But  a  new 
type  of  instrument  that  has  emerged  in  recent  weeks  seems  designed  in  part  to  get  around 
those  requirements:  leveraged  swaps  or  structured  notes  of  modest  notional  principal  but 
with  multipliers  that  give  them  the  price  risk  of  instruments  with  10  or  even  100  times 
their  notional  principal  amounts. 

We  are  hesitant  to  make  recommendations  about  regulatory  accounting  and  reporting 
matters  because  that  is  not  our  jurisdiction  and  it  is  not  an  area  in  which  we  have  special 
competence.  However,  we  suggest  that  you  consider  in  yoiu^  Bill  a  more  general  set  of 
requirements  that  convey  your  concerns  but  leave  room  for  regulators  to  adapt  to 
changing  conditions. 

RESPONSE  TO  GAO'S  RECOMMENDATIONS  ON  DISCLOSURE  AND 
ACCOUNTING 

In  its  May  1994  report,  Financial  Derivatives:  Actions  Needed  to  Protect  the  Financial 
System,  the  GAO  made,  among  other  recommendations,  three  recommendations  to  the 
FASB.  The  GAO  recommendations,  and  our  responses,  are  as  follows: 

•     That  the  FASB  proceed  expeditiously  to   issue   its   existing  Exposure   Draft  on 
disclosures  of  derivatives  and  fair  value  of  financial  instruments. 

The  FASB's  1994  Exposure  Draft  is  now  out  for  public  comment,  with  comments  due 
July  1 .  After  considering  comments,  the  Board  plans  to  issue  a  final  Statement  in  the 
fall  of  1994,  in  time  to  require  implementation  by  larger  companies  in  their  December 
31,  1994  fmancial  statements. 
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•  That  the  FASB  proceed  expeditiously  to  develop  and  issue  an  Exposure  Draft  that 
provides  comprehensive,  consistent  accounting  rules  for  derivative  products, 
including  expanded  disclosure  requirements  that  provide  additional  needed 
information  about  derivatives  activities. 

The  Board  is  continuing  active  work,  begun  in  1992,  on  hedge  accounting,  including 
accounting  for  derivatives,  which  are  commonly  used  as  hedging  instruments. 
Resolving  the  many  problems  of  hedge  accounting  has  proved  extremely  challenging. 
We  are  hopeful  that  we  will  issue  an  Exposure  Draft  on  those  issues  by  the  end  of 
1994.  Appropriate  disclosures  for  derivatives  activities  depend  in  large  part  on  the 
accoimting  used  for  the  derivatives.  Once  the  accounting  issues  are  settled,  the  Board 
plans  to  reconsider  what  disclosure  requirements  would  be  appropriate  given  the  new 
accounting. 

•  That  the  FASB  consider  adopting  a  market  value  accounting  model  for  all  financial 
instruments,  including  derivative  products. 

The  GAO's  reconunendation  is  similar  to  recent  conunents  by  some  other 
organizations.  The  Board  has  moved  to  require  disclosure  of  fair  value  for  financial 
instruments  and  to  require  some  of  the  more  easily  valued  instruments  to  be  reported 
at  fair  value  in  a  company's  balance  sheet.  The  discussion  of  fair  value  accountmg  on 
page  7  and  in  section  three  describe  many  of  the  practical  difficulties,  and  much  of  the 
opposition,  to  those  requirements.  Fair  value  accounting  will  inevitably  be  a 
consideration  in  every  financial  instrument  issue  the  Board  considers,  but  a 
comprehensive  system  based  on  fair  value  accoimting  is  not  likely  in  the  near  future. 
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INTERNATIONAL  CONSIDERATIONS 

The  financial  reporting  issues  raised  by  derivative  financial  instruments  are  not  unique  to 
the  United  States.  The  Board's  counterparts  in  other  countries  have  followed  our  lead  in 
facing  issues  similar  to  those  raised  in  this  submission. 

The  Board  maintains  an  active  liaison  with  accounting  standard  setters  in  other  countries 
and  with  the  International  Accounting  Standards  Committee  (lASC).  In  January  1994, 
the  lASC  issued  Exposure  Draft  E48,  Financial  Instruments.  In  April,  representatives 
from  the  Board's  counterparts  in  Australia,  Canada,  and  the  United  Kingdom  visited  the 
Board  to  review  the  document  and  discuss  each  country's  reactions.  The  Board's  Vice 
Chairman,  James  J.  Leisenring,  participated  in  LASC  meetings  on  the  document  held  last 
week  in  Scotland. 
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SECTION  TWO  FINANCIAL  REPORTING  PROBLEMS  POSED  BY 

DERIVATIVE  FINANCIAL  INSTRUMENTS 


WHAT  IS  A  DERIVATIVE? 

The  term  derivative  loosely  describes  a  family  of  financial  instruments  that  derive  their 
value  from  the  price  of  some  asset  or  index.  The  family  includes  familiar  financial 
instruments—forward  contracts,  fiitures  contracts,  options,  and  swaps—and  more  complex 
instruments  tailored  to  the  specific  needs  of  individual  companies.  Use  of  the  term  to 
describe  those  instruments  is  recent,  reflecting  their  increasing  use  and  complexity,  but 
the  term  is  imprecise.  One  commentator  observes  that  even  currency  is  a  derivative 
instrument,  since  its  value  is  derived  from  the  strength  of  the  economy.'  This  submission 
uses  the  narrow  definition  adopted  in  the  Board's  Exposure  Draft,  Disclosure  about 
Derivative  Financial  Instruments  and  Fair  Value  of  Financial  Instruments.  Paragraph  5 
of  that  document  defines  derivative  financial  instrument  as  "a  fiitures,  forward,  swap,  or 
option  contract,  or  other  financial  instrument  with  similar  characteristics." 

It  is  important  to  remember  that  the  building  blocks  of  today's  complex  instruments  and 
financial  relationships  are  as  old  as  established  commerce.  The  financial  relationships 
captured  in  a  derivative  instrument  are  often  present  in  familiar  transactions  or 
"embedded"  in  everyday  assets  and  liabilities.*  Many  of  the  accoimting  problems  raised 
by  derivatives  exist  in  other  situations.  What  distinguishes  derivative  financial 
instruments  is  their  ability  to  concentrate  risk  and  accelerate  the  velocity  with  which 
economic  events  affect  those  who  hold  these  instruments. 


'Jack  T.  Ciesielski,    "Divining  Derivatives  Disclosures:    Numbers  Behind  the  Noise."    The  Analyst's  Accounting 
Observer  (April  28,  1994);  2. 

*For  example,  mortgage  loan  commitments  to  potential  homeowners  are  derivative  financial  instrtiments. 
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SECTION  TWO  FINANCIAL  REPORTING  PROBLEMS  POSED  BY 

DERIVATIVE  FINANCIAL  INSTRUMENTS 

WHAT  ARE  THE  FINANCIAL  REPORTING  PROBLEMS  POSED  BY 
DERIVATIVES? 

By  definition,  the  holder  of  a  derivative  instrument  does  not  own  the  underlying  asset  or 
index.  Instead,  the  derivative  is  a  separate  asset  or  liability,  the  value  of  which  varies 
based  on  the  underlying  item.  Many  commentators  maintain  that  traditional  fmancial 
accounting  does  not  adequately  address  the  characteristics  of  modem  financial 
instruments.  The  Board  generally  agrees  with  that  criticism,  and  has  spent  considerable 
time  and  effort  working  to  improve  financial  reporting  for  financial  instruments.  The 
fmancial  reporting  issues  raised  by  derivative  instruments  generally  fall  into  four 
categories  described  below:  Invisibility,  Volatility,  Measurability,  and  Hedging  and 
Hedge  Accounting.  The  Board's  challenge  is  to  find  a  combination  of  footnote 
disclosures  and  accounting  recognition  and  measurement  in  balance  sheets  and  income 
statements  that  will  provide  financial  statement  users  with  the  most  usefiil  information. 

Invisibility 

Unlike  conventional  financial  instruments  like  stocks,  bonds,  and  loans,  many  derivative 
financial  instruments  are  largely  "off-balance-sheet."  Everyday  fmancial  assets  require 
large  initial  investments,  which  appear  in  the  balance  sheet  and  serve  notice  that  the 
company  is  at  risk.  In  contrast,  many  derivative  fmancial  instruments  require  httle  "up 
front"  investment,  at  least,  relative  to  the  risk  involved.  In  some  cases,  a  company's  initial 
investment  may  only  be  the  fee  paid  to  an  investment  banking  house.  In  other  cases,  a 
derivative  instrument  may  involve  no  initial  payment  at  all;  the  parties  exchange  promises 
that—at  first—have  equal  value.  As  a  result,  little  or  nothing  is  initially  reported  in 
financial  statements.  A  company  may  have  significant  risks  arising  from  its  ownership  of 
derivatives,  but  the  amoimts  reported  in  the  company's  balance  sheet  do  not  fijlly  portray 
those  risks. 
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SECTION  TWO  FINANCIAL  REPORTING  PROBLEMS  POSED  BY 

DERIVATIVE  FINANCIAL  INSTRUMENTS 


^  Example 

Company  A  purchases  a  portfolio  of  low-grade  bonds  for  $100.  Informed  financial 
statement  users  understand  that  the  investment  reported  on  A's  balance  sheet 
carries  the  risk  that  some  of  the  bond  issuers  may  default.  In  a  separate 
transaction,  unrelated  to  A,  Company  B  writes  a  put  option,  promising  to  buy 
identical  bonds  for  $100,  even  if  they  default,  and  collects  a  fee  of  $10.  Both  A 
and  B  have  the  same  type  of  (default)  risk.  Each  could  lose  as  much  as  $100,  but 
B's  possible  loss  far  exceeds  the  $10  reported  in  its  financial  statements. 

This  discontinuity  between  the  company's  exposure  to  risk  and  the  amounts  reported  in 
financial  statements  is  usually  referred  to  as  off-balance-sheet  risk.  Financial  reporting 
provides  information  about  the  historical  cost  of  assets  and  liabilities,  and  sometimes 
about  their  fair  values.  Analysts  and  others  who  use  financial  statements  understand  that 
different  assets  have  differing  degrees  of  risk.  For  most  traditional  financial  instruments, 
the  amount  reported  in  the  financial  statements  is  also  the  maximum  possible  loss.  The 
same  cannot  be  said  of  many  derivative  financial  instruments. 

While  stand-alone  derivative  instruments  have  attracted  considerable  attention  recently, 
many  familiar  transactions  incorporate  similar  features.  Modem  financial  markets  have 
come  to  understand  that  those  embedded  derivatives  play  a  large  part  in  the  value  and 
behavior  of  seemingly  commonplace  assets  and  liabilities.  Most  current  accounting 
standards  do  not  address  embedded  derivatives,  but  any  accounting  solution  that 
addresses  stand-alone  derivatives  without  considering  their  embedded  cousins  will  be 
incomplete. 

Example 

The  typical  fixed-rate  home  mortgage  grants  the  homeowner  the  right  to  prepay 
the  mortgage  through  refinancing  at  the  homepwner's  discretion.  In  the  jargon  of 
derivatives,  the  homeowner  has  a  put  option,  an  embedded  derivative.  The  recent 
dip  in  interest  rates  prompted  a  flood  of  refmancing  transactions,  with  significant 
loss  to  many  holders  of  securities  backed  by  the  mortgages  involved. 
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SECTION  TWO  FINANCIAL  REPORTING  PROBLEMS  POSED  BY 

DERIVATIVE  FINANCIAL  INSTRUMENTS 

Example 

Companies  often  issue  convertible  bonds.  The  bondholder,  at  his  or  her 
discretion,  can  choose  to  convert  the  bonds  into  a  specified  number  of  shares  of 
company  stock.  The  bondholder  owns  a  bond  with  an  embedded  derivative—the 
option  to  buy  stock  at  a  fixed  price. 

Some  accoimtants  reason  that  embedded  derivatives,  while  important,  are  less  significant 
than  the  overall  instrument.  A  fixed-rate  home  mortgage,  after  all,  is  still  primarily  a 
loan.  The  recent  growth  of  instruments  known  as  structured  notes,  however,  raises  the 
specter  of  financial  instruments  in  which  the  embedded  derivative  is  more  significant  than 
the  traditional  instnmient.  A  structured  note  may  have  the  legal  form  of  a  loan,  but  with 
interest  and  principal  payments  that  are  indexed  to  other  assets  or  indexes.  (One  mutual 
fimd  recentiy  disclosed  a  structured  note  with  interest  payments  indexed  to  cocoa  prices 
and  another  for  which  U.S.  dollar  interest  was  inversely  indexed  to  the  prevailing  short- 
term  interest  rates  in  Finland  and  principal  was  indexed  to  the  price  of  two-year  Finnish 
government  securities,  all  multiplied  by  six.) 

Volatility 

The  holder  of  a  derivative  instrument  does  not  own  the  underlying  financial  instnmient, 
rather  the  holder  owns  a  right  to  the  change  in  value  of  the  underlying  instrument.  The 
derivative  instrument  generally  costs  much  less  than  the  underlying  instrument.  As  a 
result,  the  values  of  derivative  financial  instruments  tend  to  be  more  volatile  than  the 
values  of  familiar  financial  instruments,  including  those  on  which  the  derivative's  value  is 
based.  Commentators  argue  that  financial  statement  users  need  infonnation  about  this 
potential  volatility  if  they  are  to  make  fully  informed  decisions. 
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Example 

Company  C  has  an  investment  in  U.S.  Treasury  securities  that  will  pay  $100  one 
year  in  the  future.  C  pays  $93.35  for  the  securities  and  records  the  asset  at  that 
amount.  Informed  financial  statement  users  understand  that  the  value  of  the 
investment  reported  on  C's  balance  sheet  will  change  if  interest  rates  increase  or 
decrease.  A  1  percent  increase  in  interest  rates  will  lower  the  security's  value 
about  1  percent,  to  $92.45.  Company  D  pays  $10  to  purchase  a  derivative  fmancial 
instrument  indexed  to  changes  in  the  value  of  the  same  securities.  The  same  1 
percent  change  in  interest  rates  might  lower  the  value  of  D's  contract  from  $10  to 
$9. 10~a  9  percent  change  in  value.  Both  C  and  D  have  the  same  type  of  (market) 
risk,  but  D's  risk  is  proportionally  greater  relative  to  the  amoimt  recorded  in  its 
financial  statements. 

The  concentration  inherent  in  many  derivative  instruments  is  not  new.  Anyone  familiar 
with  commodity  futures  contracts  knows  that  the  futures  buyer  puts  up  only  a  fraction  of 
the  total  value  of  contracts  on  wheat,  cattle,  or  pork  bellies.  Many  modem  derivative 
instruments  increase  this  concentration  by  adding  a  multiplier  to  the  index.  For  example, 
D's  contract  might  multiply  the  effect  of  interest  rate  changes  by  a  factor  of  five. 

Measurability 

The  ability  to  measure  derivative  financial  instruments  with  an  acceptable  level  of 
reliability  is  key  to  footnote  disclosures  and  possible  accounting  solutions.  Many 
derivative  financial  instruments  trade  on  established  exchanges  and,  as  a  result,  have 
readily  determinable  fair  values.  However,  companies  often  purchase  derivative 
instruments  directly  from  dealers.  Those  instruments,  sometimes  referred  to  as  over-the- 
counter  (OTC)  derivatives,  may  be  relatively  generic  and  have  readily  determinable  fair 
values.  But  other  OTC  derivatives  are  tailored  to  meet  a  company's  specific  needs,  may 
have  no  ready  market,  and  can  be  very  difficult  to  value.  The  problem  is  compoimded 
when  a  tailor-made  instrument  includes  two  or  more  derivative  elements.  For  example,  a 
contract  indexed  to  the  German  DAX  stock  market  index  but  denominated  in  dollars  is 
far  more  difficult  to  value  than  either  a  contract  indexed  to  the  mark/dollar  exchange  rate 
or  a  mark-denominated  contract  indexed  to  the  DAX.  The  only  available  soiuce  for 
information  about  the  value  of  a  complex  derivative  may  be  the  same  expert  who  created 
the  instrument,  a  situation  open  to  conflicts  of  interest. 
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DERIVATIVE  FINANCIAL  INSTRUMENTS 

Hedging  and  Hedge  Accounting 

If  derivative  financial  instruments  were  simply  wagering  or  speculation,  the  accounting 
problems  would  be  fairly  straightforward.  Assets  purchased  for  speculation  are  typically 
reported  at  fair  value,  with  changes  in  value  reported  in  each  period's  statement  of 
earnings.  However,  many  companies  enter  into  derivative  instruments  in  an  attempt  to 
manage  or  hedge  risks  inherent  in  more  traditional  business  activities  that  are  reported  at 
historical  cost.  Reporting  the  derivative  instrument  at  fair  value  and  the  related  assets  or 
liabilities  at  historical  cost  creates  an  accounting  anomaly.  Without  some  special 
accounting  treatment,  gains  and  losses  from  the  derivative  instrument  and  the  traditional 
activities  being  hedged  will  fall  in  different  accounting  periods. 

Example 

Company  E  has  an  inventory  of  com  that  it  plans  to  sell  next  year.  At  today's 
prices,  the  inventory  has  a  value  of  $80,  which  equals  E's  cost.  Concerned  that  the 
price  of  com  may  fall,  E  enters  into  a  forward  contract  to  sell  the  com  for  $80. 
Com  prices  are  up  at  the  end  of  the  year,  and  E's  com  inventory  is  now  worth  $90. 
The  forward  contract,  a  right  and  an  obligation  to  sell  com  at  a  price  now  below 
the  market,  has  generated  an  unrealized  loss  of  $10.  E  has  a  perfect  hedge,  since 
the  decrease  in  the  value  of  the  forward  contract  exactly  offsets  the  increase  in  the 
value  of  the  com  inventory. 

The  problem  is  how  to  report  the  hedge  in  fmancial  statements.  E  reports  inventories  at 
the  lower  of  cost  or  market,  so  this  year's  financial  statements  will  report  the  com 
inventory  at  its  cost  of  $80.  E  will  not  report  any  gain  from  the  sale  of  the  com  until  it  is 
sold—next  year.  If  E  must  report  the  forward  contract  at  fair  value,  and  report  the 
unrealized  loss  in  income,  then  the  fmancial  statements  for  two  years  might  look 
something  like  this: 
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Without  Hedge  Accounting 
Balance  Sheets 

Assets 

This  Year 

0 
80 

Next  Year 

80 
0 

Cash 

Com  inventory,  at  cost 

Liabilities  and  Eauitv 

10 
70 

0 
80 

Fonvard  contract,  at  fair  value 
Equity 

Income  Statements 

This  Year 

Next  Year 

Sale  of  com 
Cost  of  com 
Loss  on  forward  contract 

(10) 

90 
(80) 

Net  income  (loss) 

(10) 

10 

Many  companies  object  to  this  pattern  of  earnings,  arguing  that  E  entered  the  forward 
contract  to  protect  against  changes  in  the  price  of  com.  Reporting  the  loss  in  this  year's 
income,  in  their  view,  only  tells  part  of  the  story;  it  ignores  the  hedging  relationship. 
They  favor  an  accounting  approach  known  as  hedge  accounting.  Using  hedge 
accounting,  E  defers  the  loss  on  its  com  forward  contract  until  it  sells  the  com.  The 
financial  statements  for  two  years  look  something  like  this: 
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With  Hedge  Accounting 
Balance  Sheets 

This  Year 
Assets 

Next  Year 

80 
0 

Cash                                                                         0 
Com  inventory,  at  cost                                            80 

Liabilities  and  Equity 

0 

0 

80 

Forward  contract,  at  fair  value                                 10 
Deferred  loss                                                       (10) 
Equity                                                                     80 

Income  Statements 

This  Year 

Next  Year 

Sale  of  com 
Cost  of  com 
Loss  on  forward  contract 

90 
(80) 
(10) 

Net  income                                                            0 

0 

Real-life  situations  are  almost  never  this  simple,  and  hedging  instruments  rarely  move 
with  the  perfect  correlation  portrayed  here.  Still,  this  simple  illustration  portrays  the 
basic  accounting  relationships  in  hedge  accounting.  Like  most  simple  illustrations,  it 
hides  a  bewildering  array  of  conceptual  and  practical  problems.  Some  of  those  problems 
include: 

Comparability.  Does  hedge  accoimting  satisfy  the  goal  of  reporting  similar  events  and 
transactions  similarly  and  different  events  and  transactions  differently?  With  hedge 
accounting,  this  year's  income  statement  for  E  presents  no  income  or  loss.  That  is  the 
same  result  that  E  would  have  reported  this  year  without  any  hedging  strategy.  Only 
when  E  sells  the  com  and  closes  the  cycle  do  the  differences  appear. 

Designation.  How  should  a  company  identify  which  relationships  between  various 
assets,  or  between  assets  and  liabilities,  constitute  hedging  relationships?  The 
relationship  between  E's  com  forward  and  com  inventory  is  easy  to  see,  but  other 
relationships  are  less  clear.  Many  existing  assets  and  liabilities  naturally  offset  risks  in 
the  normal  course  of  business.  Should  those  natural  hedges  also  qualify  for  special 
accounting? 
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Anticipated  transactions.  Should  hedge  accounting  extend  to  transactions  that  a 
company  anticipates  in  the  future?  What  if,  instead  of  owning  com  today,  E  plans  to  buy 
com  next  year  and  seeks  to  protect  itself  from  price  increases  on  its  plarmed  purchases? 
This  issue  would  remain  even  if  all  derivative  instruments,  and  all  hedged  assets  or 
liabilities,  were  measured  at  fair  value. 

Risk.  Which  risks  qualify  for  hedge  accounting?  Companies  face  a  variety  of  risks, 
including  interest  rates,  foreign  exchange,  commodity  prices,  credit  and  default,  liquidity, 
catastrophe,  business  cycle,  and  strategic  risks.  Do  all  of  those  qualify  for  hedge 
accounting,  or  only  some?  Must  a  strategy  attempt  to  reduce  risk  of  loss,  or  can  strategies 
that  select  or  manage  risk  also  qualify?  Is  risk  the  possibility  of  fixture  price  changes,  as 
in  the  example,  or  is  risk  the  possibility  of  changes  in  fiiture  cash  flows? 

Complexity.  How  much  accounting  guidance  is  needed?  The  Board  believes  that  any 
hedge  accounting  approach  would  necessarily  be  complex.  For  example,  how  much  of  a 
gain  or  loss  should  be  deferred?  For  how  long?  Can  deferral  be  designated  to  a  group  of 
assets  or  liabilities,  even  to  the  entity  as  a  whole,  or  should  it  be  limited  to  specific  assets 
or  liabilities? 

Underlying  all  of  these  questions  is  a  concem  that  hedge  accounting  might  be  used  to 
manipulate  reported  income.  Hedging  relationships  are  subjective  and  the  perfect 
economic  hedge  portrayed  in  oiu^  example  is  the  exception,  not  the  mle.  Under  present 
deferral  hedge  accounting  rules,  some  enterprises  have  accumulated  large  deferred  losses. 
Some  commentators  view  this  as  evidence  that  earnings  and  balance  sheets  have  been 
inflated  by  artful  use  of  hedge  accounting. 
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INTRODUCTION 

Since  1985,  the  Board  has  devoted  a  major  portion  of  its  time  and  resources  to  a  major 
project  on  financial  instruments.  This  project  is  a  response  to  several  problems  posed  by 
changes  in  financial  markets,  including  the  following: 

•  Accountants  fmd  it  difficult  to  resolve  the  problems  posed  by  innovative  fmancial 
instruments  using  present  accounting  standards.  Moreover,  these  new  instnmients 
raise  questions  about  the  adequacy  of  present  accouisting  standards  for  traditional 
financial  instruments.  In  its  ten-year  history,  about  half  of  the  more  than  200 
questions  addressed  by  the  FASB's  Emerging  Issues  Task  Force  have  involved 
financial  instruments  or  financial  institutions. 

•  Many  present  accounting  practices  respecting  fmancial  instruments  were  developed 
for  separate  industries  or  were  developed  ad  hoc  to  address  specific  instruments  or 
problems.  This  inevitably  produced  inconsistency  in  financial  reporting.  Board 
constituents  have  indicated  their  dissatisfaction  with  inconsistent  accoimting 
treatments  for  like  transactions  and  their  support  for  improved  accounting  for  fmancial 
instruments  by  all  reporting  entities. 

•  Investors  and  other  users  of  financial  statements  need  information  about  the  types  of 
financial  instruments  an  entity  owns  and  the  risks  of  those  instruments. 

•  Members  of  the  U.S.  Congress  and  federal  regulatoiy  agencies  have  questioned  the 
adequacy  of  present  accounting  standards  for  financial  instruments,  particularly  in  the 
light  of  failures  of  savings  and  loans  and  banks.  They  have  expressed  concerns  that 
similar  problems  may  affect  more  banks,  insurance  companies,  and  other  fmancial 
institutions. 

Adding  Financial  Instruments  to  the  Board's  Agenda 

The  economic  enviroiunent  of  the  1970s  and  early  1980s  triggered  intense  innovation  in 
fmancial  markets  as  companies  sought  to  reduce  risks  fi-om  unstable  foreign  exchange 
rates  and  interest  rates.  Changes  in  the  tax  laws,  regulation,  and  technology  gave 
investors  the  ability  to  restructine  traditional  fmancial  instruments  and  create  new  ones. 
In  addition,  some  financial  instruments  seemed  to  be  designed  to  achieve  particular 
accounting  results. 
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In  a  June  27,  1985  letter  to  the  Board,  the  then  chief  accountant  of  the  SEC,  Clarence 
Sampson,  requested  that  the  Board  add  to  its  agenda  a  major  project  that  would  address 
the  broad  area  of  fmancial  assets  and  transactions.  In  his  letter  to  the  Board  he  stated, 
"Notwithstanding  these  various  initiatives,  the  Commission  believes  that  a  piecemeal 
approach  to  this  area  may  not  be  the  most  effective.  Therefore,  we  strongly  encourage  a 
macro-level  review  of  the  accoimting  and  financial  disclosure  issues  involved."  The 
Financial  Accounting  Standards  Advisory  Council,  a  group  that  advises  the  Board  on 
agenda  priorities  and  other  matters,  generally  agreed  and  recommended  that  the  Board 
begin  a  broad  project  on  financial  instruments. 

However,  public  support  for  the  project  was  not  universal.  The  Financial  Executives 
Institute  in  its  September  6,  1985  letter  stated: 

With  respect  to  other  unique  financial  transactions  and  instruments,  we  agree 
that  it  is  desirable  that  the  FASB  provide  additional  guidance.  However,  we  do 
not  see  a  need  for  the  broad  project  outlined  in  the  Chief  Accountant's  letter  to  the 
FASB  In  fact,  there  has  been  no  evidence  presented  of  a  need  for  a 
comprehensive  review  of  recognition  and  measurement  issues  relating 
specifically  to  financial  assets  such  as  receivables,  loans,  etc  [Emphasis  added.] 

For  about  a  year  before  the  Board  added  the  fmancial  instruments  project  to  its  agenda,  a 
committee  of  three  Board  members  worked  with  the  staff  to  define  the  scope  of  a  project. 
They  sought  to  organize  the  issues  into  manageable  groups.  The  project  was  tentatively 
divided  into  six  parts,  dealing  with: 

•  Disclosure  about  fmancial  instruments 

•  Derecognition,  nonrecognition,  and  offsetting  of  related  assets  and  liabilities 

•  Financial  instruments  that  ttansfer  risk 

•  Measuring  fmancial  instnmients 

•  Issuers'  accoxmting  for  securities  with  both  debt  and  equity  characteristics 

•  Effect  of  separate  legal  entities. 
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In  May  1986,  the  Board  added  a  project  on  financial  instruments  and  off-balance-sheet 
financing  to  its  agenda.  The  Board  was  especially  concerned  with  the  need  to  develop 
broad  standards  for  current  financial  instruments  and  for  those  that  might  develop  in  the 
future.  Another  objective  of  the  project  was  to  provide  accounting  guidance  for  all 
industries.  While  banks  and  other  fmancial  institutions  generally  create  financial 
instruments,  their  use  tends  to  spread  into  all  kinds  of  business  enterprises. 

DISCLOSURE  PHASE 

The  Board's  initial  objective  was  to  improve  disclosures  about  fmancial  instnunents  and 
transactions  in  the  notes  to  fmancial  statements,  an  approach  that  has  proven  successfiil  in 
other  FASB  projects.  Improved  disclosures  provide  useful  interim  information  for 
financial  statement  issuers  and  users,  and  for  the  Board,  as  a  project  moves  forward  on 
more  fundamental  recognition  and  measurement  issues.  The  Board  understood  that 
recognition  and  measurement  issues  would  be  especially  complex  and  time-consuming  in 
this  project,  given  its  broad  scope. 

The  1987  Exposure  Draft,  Disclosures  about  Financial  Instruments 

In  November  1987,  the  Board  issued  an  Exposure  Draft,  Disclosures  about  Financial 
Instruments  (the  1987  Exposure  Draft).  That  Exposure  Draft  defmed  fmancial 
instruments  broadly  as  any  contract  that  is  both  a  (recognized  or  unrecognized)  fmancial 
asset  of  one  entity  and  a  (recognized  or  unrecognized)  fmancial  liability  or  equity 
instrument  of  another  entity. 

The  1987  Exposure  Draft  proposed  the  following  disclosures  for  all  financial  instruments 
and  all  entities: 

•  Credit  risk  (maximum  credit  risk,  probable  and  reasonably  possible  credit  losses,  and 
individual,  industry,  or  geographic  concentrations) 

•  Market  risk,  including  interest  rate  and  foreign  exchange  risks  (effective  interest  rates, 
contractual  repricing  or  maturity  dates,  and  currency  denominations) 

•  Liquidity  risk  (contractual  future  cash  receipts  and  payments) 

•  Current  market  values  if  they  could  be  determined. 
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After  issuing  the  1987  Exposure  Draft,  the  Board  worked  on  a  test  application  with  a 
group  of  companies  and  accounting  firms.  In  addition,  the  Board  met  with  constituents 
and  analyzed  more  than  400  comment  letters  from  interested  parties.  For  the  most  part, 
respondents  to  the  1987  Exposure  Draft  agreed  that  improving  disclosures  (especially 
those  related  to  off-balance-sheet  items)  was  a  usefiil  interim  step  and  the  risks  identified 
in  the  1987  Exposure  Draft—market,  credit,  and  liquidity  risk—needed  better  and  more 
comparable  disclosure.  However,  most  respondents  maintained  that  the  proposed 
disclosures  were  too  extensive,  too  quantitative,  and  too  expensive  to  implement.  Banks 
and  other  financial  institutions  in  particular  objected  to  disclosing  market  values  of  their 
loan  portfolios. 

NBD  Bancorp  stated  in  its  April  22,  1988  letter: 

We  concur  with  the  FASB  that  in  selected  well  defined  areas  additional 
disclosure  may  be  useful,  in  particular  with  respect  to  the  so-called  oflF-balance- 
sheet  instruments.  In  total,  however,  we  do  not  understand  the  source  of  the 
FASB's  perceived  need  for  disclosure  of  the  magnitude  covered  by  the  subject 
proposal... 

We  would  strongly  recommend  that  the  FASB  either  completely  abandon  this 
project  or  reduce  its  scope  to  those  limited  areas  where  additional  disclosure  may 
be  useful  In  its  present  form  it  is  another  example  of  costly  accounting  and 
reporting  requirements  that  add  confusion  rather  than  clarity  to  financial 
information 

BankAmerica  Corporation  stated  in  its  April  28,  1988  letter: 

It  would  be  a  travesty  to  burden  U.S.  financial,  commercial,  and  industrial 
corporations  with  such  paperwork,  at  this  time  when  we  are  striving  so  hard  to  be 
internationally  competitive. 

It  may  be  much  more  appropriate  to  consider  the  disclosure  issues  at  the  same 
time  as  the  measurement  issues.  In  our  judgment,  such  an  approach  would  provide 
a  better  basis  for  understanding  the  issues  and  thus  better  facilitate  the  Board  and 
industry,  in  tandem,  developing  the  appropriate  accounting  and  disclosure 
requirements. 

The  American  Bankers  Association,  stated  in  its  April  29,  1988  letter: 
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In  general,  the  disclosures  called  for  in  the  proposed  statement  involve  the 
presentation  of  information  in  a  way  that  is  neither  relevant  to  the  management  of 
a  financial  institution  nor  useful  to  persons  interested  in  measuring  the  financial 
circumstances  of  the  enterprise.  As  a  result,  the  disclosures  will  result  in 
information  overload—mixing  useless  information  in  with  relevant  information  and 
downgrading  the  whole  process  of  financial  information  disclosure.  In  some  cases, 
we  believe  that  it  will  prove  to  be  more  confusing  to  users  than  informative. 

No  final  Statement  was  issued  as  a  result  of  the  1987  Exposure  Draft.  It  is  worth  noting, 
however,  that  the  disclosures  proposed  seven  years  ago  focused  on  the  kinds  of  financial 
reporting  problems  described  in  section  two. 

FASB  Statement  No.  105,  Disclosure  of  Information  about  Financial  Instruments  with 
Off-Balance-Sheet  Risk  and  Financial  Instruments  with  Concentrations  of  Credit  Risk 

Responding  to  constituents'  concerns  about  the  1987  Exposure  Draft,  the  Board  decided 
to  consider  disclosure  issues  in  phases.  In  July  1989,  the  Board  issued  a  revised 
Exposure  Draft,  Disclosure  of  Information  about  Financial  Instruments  with  Off- 
Balance-Sheet  Risk  and  Financial  Instruments  with  Concentrations  of  Credit  Risk  (the 
1989  Exposure  Draft). 

The  1989  Exposiu-e  Draft  proposed  disclosure  of  information  about  the  natiu-e,  extent, 
and  terms  of  fmancial  instruments  with  off-balance-sheet  risk  of  accoimting  loss  and  the 
related  credit  risk  of  those  instruments,  as  well  as  about  concentrations  of  credit  risk  for 
all  fmancial  instruments.  Instruments  with  "off-balance-sheet  risk  of  accounting  loss" 
excluded  options  held,  receivables,  loans,  securities,  and  most  liabilities,  but  included 
many  of  what  are  now  called  derivative  fmancial  instruments.  The  proposed  disclosures 
about  fmancial  instruments  with  off-balance-sheet  credit  risk  included: 

•  The  face  or  contract  amoimt  and  the  amoimt  recognized  in  the  statement  of  financial 
position 

•  A  discussion  of  the  nature  and  terms  including,  at  a  minimum,  a  discussion  of  market, 
credit,  and  liquidity  risk  and  the  related  accoimting  policy 

•  The  amount  of  loss  the  entity  would  incur  if  any  counterparty  to  the  contract  failed  to 
perform 

.     The  entity's  policy  for  recognizing  collateral  or  other  security  and  a  description  of  the 
collateral. 
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The  1989  Exposure  Draft  also  proposed  to  require  disclosure  about  any  significant 
concentration  of  credit  risk  for  all  financial  instnunents. 

Most  responses  to  the  1989  Exposure  Draft  were  favorable.  The  Federal  Deposit 
Insurance  Corporation  stated  in  its  September  29,  1989  letter  to  the  Board: 

Based  on  our  review  of  the  ED,  the  disclosure  approach  the  Board  has  taken 
addresses  many  of  the  concerns  this  Division  expressed  in  its  comment  letter  on 
the  November  1987  ED.  .  We  are  also  pleased  by  the  current  ED's  less  extensive 
reliance  on  quantitative  disclosures  and  its  requirement  for  narrative  comments 
on  the  risks  associated  with  financial  instruments  with  off-balance-sheet  risk, 
related  accounting  policies,  and  collateral  policies.  [Emphasis  added  ] 

The  GAO  stated  in  its  letter  dated  October  26,  1989  that: 

We  view  the  disclosure  of  these  risks  as  a  significant  step  forward  in  the 
continuing  effort  to  improve  the  usefulness  of  financial  statements  and  meet  the 
fundamental  objectives  of  financial  reporting... 

We  find  this  draft  to  be  an  improvement  over  the  previous  one,  especially  with 
regard  to  two  issues  about  which  we  had  commented  This  draft  provides  better 
guidance  on  where  the  disclosure  information  is  to  be  presented,  whereas  the  1987 
version  had  simply  stated  that  certain  information  was  to  be  disclosed,  "provided," 
or  "reported  "  The  current  draft  states  that  the  entity  shall  disclose  the  information 
either  in  the  body  of  the  statements  or  in  the  notes.  In  addition,  the  complexity  of 
the  disclosures  has  been  reduced  by  adopting  a  narrative  format. 

In  March  1990,  the  Board  issued  FASB  Statement  No.  105,  Disclosure  of  Information 
about  Financial  Instruments  with  Off-Balance-Sheet  Risk  and  Financial  Instruments  with 
Concentrations  of  Credit  Risk.  This  Statement  was  efifective  for  financial  statements 
issued  for  fiscal  years  ending  after  June  15,  1990. 

FASB  Statement  No.  107,  Disclosures  about  Fair  Value  of  Financial  Instruments 

The  Board  next  focused  on  disclosures  about  market  (fair)  values  and  in  December  1990, 
the  Board  issued  an  FASB  Exposure  Draft,  Disclosures  about  Market  Value  of  Financial 
Instruments  (the  1990  Exposure  Draft). 
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The  1990  Exposure  Draft  proposed  to  extend  existing  market  value  disclosure  practices 
by  requiring  all  entities  to  disclose  the  market  value  of  all  financial  instruments  for  which 
it  was  practicable  to  estimate  market  value.  The  Board  concluded  that  fair  value  provides 
a  relevant  measure  for  unrecognized  fmancia!  instruments  and  another  relevant  measure 
for  those  recognized  fmancial  instruments  measured  in  the  balance  sheet  at  historical 
cost.  The  Board  also  concluded  that,  with  the  exception  of  certain  instruments 
specifically  excluded  from  the  Exposure  Draft,  the  benefits  of  disclosing  information 
about  fair  value,  when  practicable,  justified  the  cost  involved. 

Comments  on  the  1990  Exposure  Draft  were  almost  unanimously  negative.  The  Federal 
Reserve  System,  in  its  May  1,  1991  letter,  stated: 

We  are  concerned  about  certain  specific  aspects  of  the  proposal  Under  the 
proposal,  assuming  that  it  is  practicable,  companies  would  be  required  to  disclose 
market  values  for  both  traded  and  non-traded  financial  instruments.  However, 
active  markets  do  not  exist  for  a  large  portion  of  the  assets,  liabilities  and  off- 
balance-sheet  commitments  of  banking  organizations  and  some  other  kinds  of 
businesses.  For  these  non-traded  instruments,  market  values  would  have  to  be 
estimated  and  such  estimates  could  be  highly  subjective.  The  economic  value  of  an 
asset  or  a  liability  might  justifiably  differ  according  to  the  attributes  of  the  holder, 
reflecting  differences  in  risk  preferences,  tax  situations,  informational  and 
operating  costs,  and  other  idiosyncratic  factors... 

In  addition,  the  subjectivity  of  the  estimation  process  would  seem  to  be  flirther 
encouraged  by  certain  language  of  the  proposal  which  would  permit,  and,  indeed 
support,  the  sacrifice  of  precision  in  order  to  obtain  a  rough  approximation  of 
market  value  If  this  were  to  occur,  the  reliability  and  usefulness  of  these  financial 
statement  disclosures  would  be  diminished... 

...In  view  of  these  potential  problems,  and  consistent  with  our  general  position 
set  forth  above,  we  recommend  that  the  disclosure  of  market  values  only  be 
required  for  financial  instruments  for  which  active  markets  exist  This 
recommended  approach  would  represent  an  improvement  in  the  disclosures 
currently  presented  in  the  financial  statements  of  banking  organizations  and  other 
enterprises,  while  at  the  same  time  avoiding  many  potential  problems  associated 
with  market  value  estimates.  [Emphasis  added.] 

The  Board  held  a  public  hearing  on  the  proposals  and  notwithstanding  negative  response, 
issued  FASB  Statement  No.  107,  Disclosures  about  Fair  Value  of  Financial  Instniments 
in  December  1991.  Paragraphs  40  and  41  of  Statement  107  include  the  Board's  response 
to  those  who  objected  to  disclosing  information  about  fair  values: 
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Fair  values  of  financial  instruments  depict  the  market's  assessment  of  the 
present  value  of  net  fiiture  cash  flows  directly  or  indirectly  embodied  in  them, 
discounted  to  reflect  both  current  interest  rates  and  the  market's  assessment  of  the 
risk  that  the  cash  flows  will  not  occur.  Investors  and  creditors  are  interested  in 
predicting  the  amount,  timing,  and  uncertainty  of  future  net  cash  inflows  to  an 
entity,  as  those  are  the  primary  sources  of  fiiture  cash  flows  from  the  entity  to 
them.  Periodic  information  about  the  fair  value  of  an  entity's  financial  instruments 
under  current  conditions  and  expectations  should  help  those  users  both  in  making 
their  own  predictions  and  in  confirming  or  correcting  their  earlier  expectations 

Information  about  fair  value  better  enables  investors,  creditors,  and  other 
users  to  assess  the  consequences  of  an  entity's  investment  and  financing  strategies, 
that  is,  to  assess  its  performance.  For  example,  information  about  fair  value  shows 
the  effects  of  a  decision  to  borrow  using  fixed-rate  rather  than  floating-rate 
financial  instruments  or  of  a  decision  to  invest  in  long-term  rather  than  short-term 
instruments.  Also,  in  a  dynamic  economy,  information  about  fair  value  permits 
continuous  reassessment  of  earlier  decisions  in  light  of  current  circumstances. 

Statement  107  is  effective  for  financial  statements  issued  for  fiscal  years  ending  after 
December  15,  1992,  except  for  entities  with  less  than  $150  million  in  total  assets  in  the 
current  statement  of  financial  position.  For  those  entities,  the  effective  date  is  for  fiscal 
years  ending  after  December  15,  1995. 

The  1994  Exposure  Draft,  Disclosures  about  Derivative  Financial  Instruments  and 
Fair  Value  of  Financial  Instruments 

During  late  1993,  a  number  of  constituents  requested  that  the  Board  consider  fiirther 
improvements  in  disclosures  about  derivatives.  Some  called  for  volimtary  action  modeled 
on  disclosures  aheady  being  provided  by  a  few  institutions.  Others  urged  the  Board  to 
enhance  existing  requirements  as  a  fiirther  intermediate  step  in  its  project  on  financial 
instruments.  SEC  commissioners  and  staff  called  for  the  Board  to  do  more  "given  the 
lack  of  transparency  in  financial  statements  of  entities  with  [over-the-counter  derivative] 
books  far  in  excess  of  their  capital."'' 


^(FASB  Exposure  Draft,  Disclosure  about  Derivative  Financial  Instruments  and  Fair   Value  of  Financial 
Instruments,  par.  23). 
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In  April  1994,  the  Board  issued  an  Exposure  Draft,  Disclosure  about  Derivative 
Financial  Instruments  and  Fair  Value  of  Financial  Instruments,  which  proposes  to 
require  that  all  entities  disclose  information  about  derivative  financial  statements  and 
would  change  the  way  they  disclose  fair  value  of  fmancial  instruments.  The  objectives  of 
the  1994  Exposure  Draft  are  to: 

•  Enhance  disclosure  about  derivative  fmancial  instruments 

•  Make   technical    improvements   to   the    disclosure    about   fair   value    of  financial 
instruments 

•  Accomplish  both  of  the  above  in  time  to  improve  1994  year-end  financial  reporting. 

The  specific  proposed  requirements  of  the  1994  Exposure  Draft  are  described  in  section 
one.  The  comment  period  on  this  Exposure  Draft  ends  July  1,  1994. 

RECOGNITION  AND  MEASUREMENT  -  GENERAL  EFFORTS 

In  August  1990,  the  Board  issued  a  Discussion  Memorandum,  Distinguishing  between 
Liability  and  Equity  Instruments  and  Accounting  for  Instruments  with  Characteristics  of 
Both  (the  1990  Discussion  Memorandum).  A  Discussion  Memorandum  is  a  neutral 
discussion  of  accounting  issues  and  alternative  solutions.  The  Board  uses  Discussion 
Memorandums  as  the  first  step  in  major  projects  to  frame  issues  and  gain  information  in  a 
neutral  setting  before  considering  specific  proposed  solutions.  The  1990  Discussion 
Memorandum  asked  questions  about  several  long  standing  issues  and  some  new  issues 
raised  by  financial  innovations  aimed  in  part  at  making  corporations  appear  less 
leveraged.  Work  on  this  part  of  the  project  has  been  suspended  as  the  Board  addresses 
other  issues. 

In  November  1991,  the  Board  issued  another  Discussion  Memorandum,  Recognition  and 
Measurement  of  Financial  Instruments  (the  1991  Discussion  Memorandum).  This 
document  arranges  questions  about  fmancial  instruments  into  five  functional  categories: 
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•  Recognition 

•  Display 

•  Initial  measurement 

•  Subsequent  measurement 

•  Derecognition. 

Work  on  the  1991  Discussion  Memorandum  began  in  1988  when  the  Board  first 
considered  the  "building  block"  approach  to  financial  instruments.  Financial  theorists 
suggest  that  complex  financial  instruments  are  built  up  or  assembled  fi-om  a  small  set  of 
fundamental  instruments.  The  Discussion  Memorandum  identified  six: 

Unconditional  payables/receivables 

Conditional  payables/receivables 

Financial  forward  contracts 

Financial  options 

Financial  guarantees  and  other  conditional  exchange  contracts 

Equity  instruments. 

The  1991  Discussion  Memorandum  was  a  comprehensive  document;  it  addressed  90 
issues  and  subissues.  Indeed,  to  the  best  of  our  knowledge,  this  was  the  first  attempt  by 
any  organization  to  capture  a  thorough  discussion  of  financial  instnmients  and  an 
analysis  of  their  accoimting  implications  in  a  single  document.  The  Board  hoped  that  the 
1991  Discussion  Memorandum  would  provide  a  basis  for  building  general  solutions, 
rather  than  addressing  issues  piecemeal.  That  effort  has  proven  more  difficult  than  we 
expected,  and  has  progressed  more  slowly  than  plaimed,  but  work  continues. 
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RECOGNITION  AND  MEASUREMENT  --  SPECIFIC  ISSUES 

FASB  Interpretation  No.  39,  Offsetting  of  Amounts  Related  to  Certain  Contracts 

In  March  1991  the  Board  added  to  its  agenda  a  project  that  addressed  circumstances  in 
which  it  is  appropriate  to  offset  amounts  reported  for  contracts  in  a  gain  position  with 
amounts  reported  for  contracts  in  a  loss  position.  For  example,  may  a  company  offset  a 
$100  contract  with  counterparty  A  that  is  an  asset  against  a  $90  contract  with  counterparty 
B  that  is  a  liability-thus  reporting  a  net  asset  of  $10?  In  March  1992,  the  Board  issued 
FASB  Interpretation  No.  39,  Offsetting  of  Amounts  Related  to  Certain  Contracts.  The 
interpretation  prohibits  offsetting  of  amounts  related  to  forwards,  swaps,  and  similar 
contracts  unless  the  legal  right  of  offset  exists  or  a  master  netting  agreement  is  in  effect. 

While  this  Interpretation  might  seem  to  deal  with  a  minor  issue,  it  addresses  in  part  one  of 
the  key  accounting  problems  identified  in  section  two— the  invisibility  of  derivatives. 

FASB  Statement  No.  114,  Accounting  by  Creditors  for  Impairment  of  a  Loan 

In  February  1991  the  Board  responded  to  requests  from  the  Accounting  Standards 
Executive  Committee  of  the  American  Institute  of  Certified  Public  Accountants  (AICPA), 
the  SEC,  the  Federal  Home  Loan  Bank  Board,  and  the  Federal  Deposit  Insurance 
Corporation  that  it  address  whether  and,  if  so,  in  what  circumstances  creditors  should 
measure  impairment  of  collateralized  loans  based  on  the  present  value  of  expected  future 
cash  flows.  At  the  time,  saving  and  loan  institutions  included  interest  in  the  measurement 
of  troubled  loans;  however,  banks  did  not,  and  this  resulted  in  similar  entities  accounting 
for  the  same  event  differently. 

In  June  1992,  the  Board  issued  an  Exposure  Draft,  Accounting  by  Creditors  for 
Impairment  of  a  Loan  (the  1992  Exposure  Draft).  The  1992  Exposure  Draft  stated  that  a 
loan  is  impaired  when  it  is  probable  that  a  creditor  will  be  unable  to  collect  all  amounts 
due  according  to  contractual  terms  of  the  loan  agreement.  The  1992  Exposure  Draft 
proposed  requiring  all  entities  to  report  impaired  loans  at  the  present  value  of  expected 
cash  flows,  discounted  at  the  loan's  original  effective  interest  rate. 

For  the  most  part  responses  were  critical.  Many  respondents  argued  against  present 
value.  They  favored  accoimting  based  on  total,  undiscounted,  cash  flows  ~  in  effect 
treating  cash  flows  received  in  the  future  the  same  as  cash  received  today.  The  FDIC 
stated  in  its  November  1992  letter: 
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While  we  appreciate  the  FASB's  efforts  to  develop  an  accounting  standard  for 
loan  impairment,  we  do  not  believe  that  the  proposed  Statement,  if  adopted  in  its 
present  form,  will  produce  improved  or  more  reliable  financial  reporting  by 
creditors.  In  our  opinion,  the  calculations  of  present  values  and  changes  in  these 
values  over  time  that  the  Exposure  Draft  requires  are  predicated  on  cash  flows 
estimates  which  possess  an  unacceptable  level  of  uncertainty.  This  will  make  the 
proposal  difficult  and  burdensome  to  implement,  particularly  because  these 
calculations  will  need  to  be  made  on  a  quarterly  basis  to  ensure  adequacy  of  the 
allowance  for  credit  losses  as  of  the  date  of  each  statement  of  financial 
position...  A  preferable  approach  would  be  to  build  on  the  methodology  commonly 
used  by  depository  institutions  to  calculate  their  allowances  for  credit  losses  so 
that  the  expected  timing  of  future  payments  on  impaired  loans  is  judgmentally 
considered  in  the  determination  of  the  high  and  low  estimated  loss  amounts  for 
individually  reviewed  loans. 

Emst  and  Young  stated  in  its  October  12,  1992  letter: 

With  respect  to  the  proposal,  we  disagree  with  the  threshold  conclusion  that 
estimated  cash  flows  must  be  discounted  in  measuring  loan  impairment.  However, 
our  concerns  go  beyond  the  issues  addressed  in  this  narrow  project.  As  stated  in 
our  comment  letter  on  the  FASB's  recent  DM,  "Recognition  and  Measurement  of 
Financial  Instruments,"  we  are  concerned  that  in  an  attempt  to  be  responsive  to 
certain  criticisms  of  the  present  accounting  model,  the  FASB  is  moving  too 
quickly  in  implementing  significant  changes.  In  this  regard,  we  are  also 
concerned  that  the  changes  being  proposed  do  not  have  adequate  support  from  a 
wide  range  of  financial  statement  users.  [Emphasis  added.] 

The  Association  for  Investment  Management  and  Research  (AIMR)~an  organization  of 
over  22,000  financial  analysts,  portfolio  managers,  and  other  investment  professionals-- 
generally  supported  the  Board  on  this  issue.  While  voicing  reservations  about  some 
issues,  the  AIMR's  October  19,  1992  letter  offered  tbe  following  conunent: 

The  FAPC  [Financial  Accounting  Policy  Committee]  applauds  the  FASB's 
goal  of  standardizing  the  measurement  of  loan  impairment.  Inconsistent  guidance 
results  in  differences  in  when  and  how  different  types  of  organizations  recognize 
loan  losses.  This  in  turn  makes  company  comparisons  difficult  and  detracts  from 
the  credibility  of  the  financial  reporting  process. 

The  FAPC  agrees  that  a  creditor  should  measure  impairment  of  a  loan  based 
on  the  present  value  of  expected  future  cash  flows.  This  methodology  will  result 
in  an  impaired  loan  being  presented  on  a  basis  that  is  comparable  to  an  unimpaired 
loan  since  a  creditor's  recorded  investment  in  an  unimpaired  loan  is  the  present 
value  of  future  payments  regardless  of  whether  they  are  labeled  principal  or 
interest. 
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Paragraphs  41  to  43  of  Statement  114  include  the  Board's  response  to  those  who 
criticized  measuring  unpaired  loans  based  on  the  present  value  of  expected  cash  flows: 

The  threshold  issue  is  whether  impaired  loans  should  be  carried  at  discounted 
or  undiscounted  amounts.  The  Board  observed  that  a  creditor's  recorded 
investment  in  a  loan  both  at  origination  and  subsequently  during  the  life  of  the 
loan,  as  long  as  the  loan  performs  according  to  its  contractual  terms,  is  the  sum  of 
the  present  values  of  the  future  cash  flows  that  are  designated  as  interest  and  the 
future  cash  flows  that  are  designated  as  principal,  including  any  amount  due  at 
maturity,  discounted  at  the  effective  interest  rate  implicit  in  the  loan  The  effective 
interest  rate  implicit  in  the  loan  may  be  the  same  as  or  may  differ  from  the  interest 
rate  stated  in  the  agreement  If  the  effective  interest  rate  differs  from  the  stated 
interest  rate,  the  recorded  investment  in  the  loan  is  the  face  amount  plus  net 
deferred  loan  costs  and  unamortized  premium  or  less  net  deferred  loan  fees  and 
unamortized  discount. 

The  Board  concluded  that  a  loan  that  becomes  impaired  should  continue  to  be 
carried  at  an  amount  that  considers  the  present  value  of  all  expected  future  cash 
flows,  in  a  manner  consistent  with  the  loan's  measurement  before  it  became 
impaired  The  Board  concluded  that  because  loans  are  recorded  originally  at 
discounted  amounts,  the  ongoing  assessment  for  impairment  should  be  made  in  a 
similar  manner. 

The  Board  recognizes  that  expected  future  cash  flows  from  impaired  loans  are 
usually  uncertain  and  creditors  will  be  required  to  exercise  significant  judgment  in 
developing  the  estimates  of  expected  fiature  cash  flows.  The  Board  believes  that 
existing  methods  of  measuring  impaired  loans  and  determining  the  adequacy  of  the 
allowance  for  credit  losses  already  consider  the  uncertainty  of  expected  future  cash 
flows  The  Board  concluded  that  this  uncertainty  of  expected  future  cash  flows  is 
not  a  valid  reason  to  ignore  discounting  and  that  failure  to  measure  impaired  loans 
on  a  discounted  basis  would  not  only  be  inconsistent  with  the  manner  in  which 
unimpaired  'cans  are  measured  but  also  would  inappropriately  ignore  the  time 
value  of  money  If  impaired  loans  were  measured  on  an  undiscounted  basis, 
two  loans  could  be  carried  at  the  same  amount  although  one  is  performing 
fully  and  the  other  is  a  loan  for  which  no  cashflows  are  expected  to  be  received 
for  several  years.  In  the  Board's  view,  this  is  an  unreasonable  result  both  in 
terms  of  the  appropriate  measure  of  the  two  loans  in  the  statement  of  financial 
position  and  in  terms  of  the  appropriate  measurement  of  the  event  of 
impairment.   [Emphasis  added  ] 

After  adopting  several  simplifying  recommendations  offered  by  respondents,  the  Board 
issued  Statement  114  in  May  1993.  The  Statement  is  effective  for  financial  statements 
for  fiscal  years  begiiming  after  December  15,  1994  with  earlier  application  encouraged. 
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In  March  1994,  the  Board  issued  an  Exposure  Draft,  Accounting  by  Creditors  for 
Impairment  of  a  Loan  -  Income  Recognition,  which  if  adopted  would  amend  Statement 
1 14.  This  was  a  result  of  several  requests  to  resolve  implementation  questions  about  the 
application  of  the  income  recognition  provisions  of  the  Statement.  Constituents  asked  the 
Board  to  delay  implementation  of  Statement  114.  Rather  than  delay,  the  Board  proposed 
to  simplify  parts  of  the  Statement  while  retaining  the  original  effective  date.  The 
comment  period  on  this  Exposure  Draft  ended  June  1,  1994.  We  expect  to  begin 
redeliberations  shortly  and  hope  to  issue  a  final  Statement  by  the  end  of  this  year. 

FASB  Statement  No.  115,  Accounting  for  Certain  Investments  in  Debt  and  Equity 
Securities 

In  September  1992,  the  Board  issued  an  Exposure  Draft,  Accounting  for  Certain 
Investments  in  Debt  and  Equity  Securities.  Then  SEC  Chairman  Richard  C.  Breeden 
encouraged  the  Board  to  pursue  this  project,  as  he  and  others,  including  the  AICPA, 
expressed  concern  about  the  recognition  and  measurement  of  investments  in  debt 
securities,  particularly  those  held  by  financial  institutions. 

In  a  September  14,  1990  speech  to  the  Smith  Barney  Financial  Services  Conference,  then 
Chairman  Richard  C.  Breeden  offered  the  following  comments: 

Under  current  GAAP,  recording  investment  securities  at  cost  generally 
requires  that  an  institution  have  the  ability  and  intent  to  hold  the  securities  to 
maturity.  The  rationale  for  this  treatment  is  that,  if  the  security  is  held  to  maturity, 
it  will  be  redeemed  at  its  face  amount.  Therefore,  temporary  fluctuations  in 
market  value  due  to  interest  rates  changes  are  considered  irrelevant  since  they  do 
not  affect  ultimate  realization  at  maturity  —  which  of  course  may  not  occur  for 
decades  This  justification  is  irrelevant,  however,  to  the  value  of  the  investment, 
and  to  the  true  value  of  rate  of  return  in  an  institution's  portfolio  Even  if  the 
principal,  of  a  debt  security  is  ultimately  paid  29  years  in  the  future,  this  does  not 
eliminate  the  relevance  of  a  significant  decline  in  the  value  of  that  security,  and  the 
real  net  worth  of  the  institution,  during  the  intervening  years. 
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This  accounting  rule  was  developed  in  a  vastly  different  economic 
environment  than  the  one  in  which  institutions  must  function  today.  Today 
financial  institutions  actively  manage  their  interest  earning  asset  and  interest 
bearing  liability  portfolios  to  maximize  net  income  and  to  manage  interest  rate  risk 
This  "asset/liability"  management  often  requires  frequent  buying  and  selling  of 
investment  securities  to  restructure  asset  and  liability  maturities  The  continued 
use  of  the  historical  cost  model  in  this  environment  is  inappropriate  because  of  the 
diminished  relevance  of  the  resulting  financial  information.  [Footnote  references 
omitted  ] 

Paragraph  27  of  Statement  1 15  describes  the  problems  that  prompted  the  Board  to  add 
this  project: 

a  Inconsistent  literature  The  authoritative  literature  on  investments  in  debt 
securities  is  inconsistent  among  different  industries  and  has  resulted  in  diversity  in 
reporting. 

b  Lower-of-cost-or-market  (LOCOM)  not  evenhanded.  The  current 
requirement  to  use  the  LOCOM  method  for  debt  securities  held  for  sale  and  for 
noncurrent  marketable  equity  securities  is  not  evenhanded  because  it  recognizes 
the  net  diminution  in  value  but  not  the  net  appreciation  in  the  value  of  those 
securities. 

c  Greater  relevance  affair  value  information.  Some  believe  that  fair  value 
information  about  debt  securities  is  more  relevant  than  amortized  cost  information 
in  helping  users  and  others  assess  the  effect  of  current  economic  events  on  the 
enterprise 

d  Gains  trading.  The  current  requirement  to  use  the  amortized  cost  method 
permits  the  recognition  of  holding  gains  through  the  selective  sale  of  appreciated 
securities  but  does  not  require  the  concurrent  recognition  of  holding  losses 

e  Accounting  based  on  intent.  Current  accounting  for  a  debt  security  is 
based  not  on  the  characteristics  of  the  asset  but  on  management's  plans  for  holding 
or  disposing  of  the  investment.  Intent-based  accounting  impairs  comparability. 

The  Board  concluded  that  a  limited  pronouncement  could  address  some  of  these 
questions  and  provide  an  important  and  timely  response  to  perceived  problems  in 
fmancial  reporting.  The  Exposure  Draft  addressed  issues  (a)  and  (b)  by  proposing  a 
single  approach  to  accoimting  for  equity  securities  with  readily  determinable  fair  value 
and  all  debt  securities. 
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•  Debt  securities  that  the  enterprise  has  the  positive  intent  and  ability  to  hold  to  maturity 
are  classified  as  held-to-maturity  securities  and  reported  at  amortized  cost.  If 
management's  intention  to  hold  a  security  is  uncertain,  or  if  the  security  might  be  sold 
in  response  to  a  variety  of  normal  business  developments,  the  security  may  not  be 
classified  as  held-to-maturity. 

•  Debt  and  equity  securities  that  are  bought  and  held  principally  for  the  purpose  of 
selling  them  in  the  near  term  are  classified  as  trading  securities  and  reported  at  fair 
value,  with  unrealized  gains  and  losses  included  in  earnings. 

•  Debt  and  equity  securities  not  classified  as  either  held-to-maturity  securities  or  trading 
securities  are  classified  as  available-for-sale  securities  and  reported  at  fair  value,  with 
unrealized  gains  and  losses  excluded  fi-om  earnings  and  reported  in  a  separate 
component  of  shareholders'  equity. 

The  Exposure  Draft  partially  addressed  issue  (c)  by  requiring  accounting  based  on  fair 
value  for  a  broader  spectrum  of  assets.  The  Exposure  Draft  left  issues  (d)  and  (e) 
unresolved,  although  it  required  disclosures  that  would  highlight  situations  in  which  gains 
trading  might  occur. 

Respondents  questioned  the  exclusion  of  liabilities  from  the  standard,  whether  the 
standard  as  proposed  was  operational,  and  whether  the  information  that  would  be 
provided  was  useful. 

Coopers  &.  Lybrand,  in  its  November  17,  1992  letter,  stated  its  reservation  about  the 
scope  of  the  project,  in  this  manner: 

In  summary,  we  do  not  believe  that  the  Board  should  issue  a  final  Statement 
without  including  liabilities  in  its  scope.  Also,  before  reaching  any  conclusions  on 
the  merits  of  fair  value  accounting,  the  Board  should  first  fiilly  evaluate  the  impact 
of  Statement  1 07  and  the  views  of  financial  statement  users. 

Ernst  &  Young,  in  its  November  24,  1992  letter,  stated  its  reluctance  to  move  towards  fair 
value  accoimting: 

While  retaining  an  amortized  cost  category,  its  use  is  so  restrictive  that  we 
view  the  proposal  as  a  piecemeal  move  toward  market  value  accounting. 
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Questions  about  whether,  and  if  so,  how  to  include  the  fair  value  of  liabilities  in  this 
project  were  especially  difficult.  Paragraphs  49  and  51  of  Statement  115  describe  the 
Board's  efforts  to  resolve  this  issue: 

Some  enteqDfises,  particularly  financial  institutions,  manage  their  interest  rate 
risk  by  coordinating  their  holdings  of  financial  assets  and  financial  liabilities  This 
practice  would  suggest  that,  in  order  for  the  financial  statements  to  present  a  more 
accurate  view  of  an  enterprise's  exposure  to  risk,  some  liabilities  should  be 
reported  at  fair  value  if  some  investments  are  required  to  be  reported  at  fair  value 
The  Board  considered  in  significant  detail  whether  enterprises  should  be  permitted 
the  option  of  reporting  at  fair  value  the  liabilities  that  are  related  to  the  investments 
in  debt  securities  that  are  reported  at  fair  value. 

The  Board  believes  it  would  be  preferable  to  permit  certain  related  liabilities 
to  be  reported  at  fair  value  especially  if  all  investments  in  debt  securities  were 
required  to  be  reported  at  fair  value.  However,  the  Board  was  unable  to  identify, 
and  respondents  did  not  propose,  any  approach  for  valuing  liabilities  that  the 
Board  considered  workable  and  not  unacceptably  complex  or  permissive.  Because 
many  enterprises  manage  interest  rate  risk  on  an  overall  basis  for  all  financial  assets 
and  liabilities  rather  than  for  specific  financial  assets  and  specific  liabilities, 
difficulties  arose  in  trying  to  identify  which  liabilities  should  be  considered  as 
related  to  the  debt  securities  being  reported  at  fair  value 

In  May  1993,  the  Board  issued  Statement  115.  The  Statement  is  effective  for  fiscal  years 
beginning  after  December  15,  1993. 
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CURRENT  ACTIVITY 

In  addition  to  its  Exposure  Draft  on  disclosures  about  derivative  financial  instruments,  the 
Board  currently  is  considering  two  areas  of  the  financial  instruments  project. 

Hedging  and  Hedge  Accounting 

In  September  1991,  the  Board  approved  issuing  a  staff  Research  Report  on  hedging, 
Hedge  Accounting:  An  Exploratory  Study  of  the  Underlying  Issues.  Since  January  1992, 
the  Board  has  been  deliberating  issues  related  to  hedging  and  hedge  accoimting.  The 
Board  reached  tentative  agreement  that  special  hedge  accoimting  would  be  permitted  if 
the  relationship  between  hedging  instruments  and  hedged  items  met  certain  criteria. 
However,  the  Board  was  unable  to  agree  on  the  key  issue  of  whether  deferral  of  gains  and 
losses  on  hedging  instruments  should  be  permitted  for  hedges  of  forecasted  transactions. 

As  a  consequence,  the  Board  authorized  the  staff  to  prepare  a  report  on  its  deliberations 
that  included  the  tentative  conclusions  it  had  reached.  Issued  in  June  1993,  A  Report  on 
Deliberations,  Including  Tentative  Conclusions  on  Certain  Issues  related  to  Accounting 
for  Hedging  and  Other  Risk-adjusting  Activities  solicited  comments  from  constituents  and 
provided  the  basis  for  two  meetings  in  September  1993  with  individuals  who  have 
expertise  in  the  field  of  hedges  of  foreign  currency  risk,  commodity  price  risk,  and 
interest  rate  risk. 

The  Board  began  a  comprehensive  reconsideration  of  hedging-related  issues  in  the  fourth 
quarter  of  1993.  The  hedging  meetings  that  have  followed  in  1994  were  exploratory, 
seeking  to  define  the  exposures  to  risk  that,  if  hedged,  could  receive  special  accounting. 
In  tandem  with  its  reconsideration  of  issues  related  to  conventional  hedge  accounting 
approaches,  the  Board  has  been  examining  an  alternative  model  that  would  resolve  a 
significant  portion  of  the  issues  associated  with  hedging  and  hedge  accounting  by 
specifying  the  accounting  for  derivative  instruments.  We  are  hopeful  that  we  will  issue 
an  Exposure  Draft  of  a  proposed  Statement  by  the  end  of  1994. 
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Securitization 

Srnce  the  fourth  quarter  of  1993,  the  Board  has  been  studying  the  nature  of  various 
financmg  projects  including  securitizations  of  mortgage  loans,  credit  card  receivables, 
and  other  financial  assets  not  involving  financing  transactions.  The  Board's  objective  is 
to  develop  consistent  accounting  standards  for  those  transactions  including  deteimimng 
when  financial  assets  should  be  considered  sold  and  derecognized  and  when  related 
revenues  and  expenses  should  be  recognized. 

Dunng  the  first  half  of  1994,  the  Board  has  been  considering  an  approach  that  focuses  on 
analyzing  the  components  of  financial  asset  transfers  and  would  require  each  party  to  a 
transaction  to  recognize  those  components  held  or  obtained  as  a  result  of  the  transaction. 
The  Board  is  currently  considering  measurement  issues  associated  with  this  approach  and 
its  application  to  more  complex  types  of  transactions. 

Looking  Forward 

The  Board  expects  to  be  working  on  its  financial  instruments  project  for  several  years  to 
come.  The  1991  Discussion  Memorandum  (see  page  30)  identified  90  issues,  and  our 
recent  Statements  and  current  work  on  accounting  for  derivatives,  hedging,  and 
secuntization  involve  only  a  fraction  of  those  issues.  The  Board  also  expects  to  continue 
active  contact  with  our  counterparts  in  other  countries  as  they  too  struggle  witii  the 
fmancial  reportmg  challenges  posed  by  innovative  financial  instruments. 
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